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COMING— 


How to value stock of the closely held corporation for estate tax 
purposes is one of those problems which is solved with a solution that 
pleases neither the Commissioner nor the taxpayers. R. L. Rocke- 
feller, a New York specialist in such matters of valuation, has written 
an interesting article pointing out some of the inequitable results 
when too much stress is laid upon book value. 


The major German taxes which concern the American investor 
today are the income taxes on individuals, corporations and unin- 


corporated businesses; the turnover tax; the trade tax; and the net 
worth tax. How some of these attach to American income and Ameri- 
can business in Germany is discussed in an article authored by Ernest 
C. Steefel and Henry J. Gumpel. Both men are members of the 
New York bar. 


One of the most popular articles that we have published in a 
long, long time is the one discussing the taxation of proceeds of use 
and occupancy insurance. We continue to receive requests for re- 
prints of this article. To satisfy this great interest, the author has 
promised to give us another article discussing the same subject. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information. 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, M. S. Hixson. 
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Sydney A. Gutkin and David Beck. Son tax men had thought 


that tax trouble from the exclusion from or inclusion in income ot 
allowances for meals and lodgings had’ been eliminated by the enact 
ment of Sections 119 and 120 of the 1954 Code, but their complacency 
is disturbed by what the regulations have to say about Section 119 
and also the fact that the Mills bill has recommended the repeal of 
Section 120. The authors of this article on the convenience-of-the 
employer rule were attorneys in the Saunders and Gordon cases. The 
former involved a state trooper in the State of New Jersey who 
received a daily cash amount to assist him in purchasing his meals 
while on patrol. The Tax Court held against Saunders, but the Third 
Circuit reversed. In the Gordon case, employees attached to a state 
institution were involved, and here the taxpayers were forced to 
include the value of the food and lodgings provided for them in con 
nection with the performance of their duties. When the issue, similar 
to the Saunders case, came before the Fifth Circuit, it held contrary 
to the Third. So, you can see that there is a considerable area of 
confusion regarding the proper tax procedure to follow when an 
employer makes some sort of arrangement to take care of the expense 
or value of meals and lodging of an employee. The amounts of tax 
money involved are not as big as the principle, which has wide applica 
tion to taxpayers to whom a tax dollar is indeed a big dollar. 

Mr. Gutkin and Mr. Beck form the law partnership of the same 
name in Newark, New Jersey. Mr. Gutkin was formerly with the 
Office of Chief Counsel, Bureau of Internal Revenue. Currently, he is 
a member of the Committee on Federal Taxation of the Essex County 
}ar Association. Mr. Beck was formerly an attorney, Tax Division, 
Department of Justice. He is now chairman of the Committee on 
Federal Taxation of the New Jersey State Bar Association. Their 
article begins at page 153. 

L. William Seidman. The course of business like a flooding river 
sometimes takes an odd turn. For example, the case of Joseph RK 
Holsey. This case involved the purchase of stock with corporate funds 


which resulted in the corporation’s having one remaining stockholder. 
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This gave rise to an “unexpected, untimely and uninvited dividend” 
to the remaining stockholder. That is only one situation. Mr. Seidman, 
whose article begins at page 166, enumerates a number of situations 
in which the stockholder “may find himself blessed with a dividend 
declared by the Commissioner’—it’s one of the tax law’s worst traps. 

Mr. Seidman is a certified public accountant with the firm of 
Seidman & Seidman, Grand Rapids, Michigan. His article grows out 
of a talk he made not so long ago at the Fourth Annual Institute on 
Taxation of the Texas Society of Certified Public Accountants. 

Michael Kaminsky. In ‘““Tax-Wise News” we have pointed out, 
as a side light to the logger cases, that there was something in the 
record as to the propriety of the government’s method of collecting 
data for its cases. The Tax Court, of course, said it was without 
jurisdiction to consider such a point. Some years ago, Congress en 
acted the Administrative Procedure Act, a law which was designed 
to assure fairness in administrative agency procedures. We know 
from experience that the full import of this act was not appreciated 
by the lawyers, and the author adds: “Each practitioner in the field 
will certainly encounter the need, at some time during his professional 
life, to research the possible avenues for redress of an injury” that 
results from an abuse of administrative authority. 

This article begins at page 172. The author is an attorney in 


New York City and a member of the firm of Worthman & Kaminsky. 


Marcel Klarmann. A just tax law should be equitably imposed 
and uniformly applied. The tax structure should be a practical com 
promise between simplicity of concepts and ease and economy of 
compliance. It should provide for a fair and equitable distribution 
of the tax load. It should not cause taxation to outweigh other eco- 
nomic factors in making business decisions. It should have a more 
or less permanent form based on sound long-range fiscal policy. Mr. 
Klarmann’s article describes a metamorphosis—the dictionary tells us 
this is a slow change which occurs sometimes by witchcraft or magic 

which has occurred because of the introduction and continuation of 
high income taxes. The general principles of our tax law have been 
transformed into a system of intensive and lasting supervision of our 
individual economic lives, a trend which leads in the direction of 
a totalitarian economy. The author’s conclusion will lead a great many 
of us to doubt Justice Frankfurter’s remark that “I think Congress 
allows a taxpayer to protect his estate, even against the Treasury,” 
for who is there to atford protection from Congress’ actions’ It takes 


about 50,000 employees and $300 million annually to collect $80 billion 


from 50 million. Never in history have so few taken so many for so 


much. See page 179. 
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The author, a certified public accountant in New York City, 
received a Doctor of Law degree at the University of Vienna. He 
practiced as an attorney for many years in Vienna 


Sidney B. Palley. Sometimes a taxpayer may want to capitalize 
expenses incurred in moving or rearranging his plant and machinery, 
and sometimes he may want to deduct such expenses from current 
income. Regardless of the desire of the taxpayer, the Commissioner 
has a strong view regarding his own wishes in the handling of items 
like these. The conflict of desires can be settled one way or another 
if certain rules are followed. These rules have been laid down in 
decisions of the courts. Mr. Palley points out the various factors which 
determine whether the taxpayer will be permitted to deduct the ex 
penses currently, or whether he will be required to capitalize and 
amortize them. 

Mr. Palley is a certified public accountant with the firm of Brach, 


Gosswein & Lane in New York City. His article begins at page 189 


Jacob Goldberg. Some months ago we ran an article having to 
do with a popular fringe benefit—the split-dollar and the bank-financed 
insurance plan. These plans are of collateral interest to a tax man 
because a dollar spent is a 48-cent one. In that article, the authors, 
Mr. Becker and Mr. Sloan, made the point that these plans are not a 
means for buying cost-free insurance, Mr. Goldberg’s article buttresses 
this statement with further proof. The author makes it clear that 
life insurance has very definite value in both individual and in corpo 
rate plans, and he is not attempting to say that life insurance should 
never be purchased with borrowed money. The point to which he 
calls your attention is that you cannot get something for nothing 
even with tax dollars. His article begins at page 195. 


Jacob Goldberg is a certified public accountant in Chicago. 


Jerry Larotonda. If you were fortunate enough to win consistently 
on the bang tails, do you pay income tax on your winnings? The 
Commissioner says taxpayers do not pay, and he’s receptive of sugges 
tions for methods of collecting taxes on these winnings. This Miami 


attorney has an idea for withholding. See page 205. 


Washington Tax Talk. This department this month tells you 


about the five new tax laws just signed by the President and about 


testimony of various individuals and groups before the Ways and 


Means Committee. 


Tax-Wise News. There are a number of interesting decisions 
reported for you this month in this department. On a TV show 
recently, Budget Director Percival Brundage was asked what he 
thought of a national lottery. We have explored this question and 


find that the idea is not new—in fact, lotteries have been used in this 
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country before. The question asked of Budget Director Brundag 
was no doubt prompted by the fact that the British are experimenting 
with » lottery in which you buy short-term bonds. When these become 
due, instead of interest you get a chance in the lottery. The prizes 
are from $70 to $2,800. The lottery plays only with the interest because 
you can get your investment back. 

We know that the judges of the Tax Court have often tested the 
evidence submitted in the cases which come before them, by checking 
the detailed financial statements and complicated mathematics of the 
tax return. But we feel sure that, as arduous as this work is, they 
count themselves fortunate in not being in the position of District 
Court Judge McColloch, who had before him the case of U’. S. v. 298 
Cases of . lsparagus, 88 F. Supp 450 

It seems that an asparagus grower was packing the cheaper cuts 
of asparagus and selling his can of about 100 spears for half the price 
of asparagus sold by other packers. The government's evidence, whicl 
had been obtained by eating the asparagus, contended that it w: 


woody, fibrous and not fit for human consumption. The defe1 


dant’s 
d that 


evidence was all to the contrary, except for one witness who sai 
in a can of 100 spears, perhaps six or seven were not good to eat 

Faced with this conflict of testimony, the judge tested the evidence 
and here's what he had to say 

‘T obtained counsels’ consent to eat a can us | have 
although I confess had I understood all the difheulties of the 

I might not have been so bold 

“To eat a can of asparagus, hand-running 
quite a chore. I took three days to eat the can. That 
is as much as an old protein user should attempt o 
into herbalism. I suspect the Government witnesses trie 
cans all at one time, and that may explain the severity of their judg 
ment about defendant’s asparagus. I can see where after 50 or 60 cuts, 
eaten without spelling oneself, one might become very particular 

“My test more than confirmed [defendant's witness’] good 
opinion of the cuts. She found 5 or 6 per cent. inedible, whereas I ate 
all of my can, and felt that I was helped by it. There was one runty, 
tough piece and two or three slivers, but | treated them as de minimis 

‘l agree with the . . . [defendant's witness] that this is an excel 
lent product, particularly considering its low price. Not everybody 
in this country can ‘keep up with the Joneses’ and eat only asparagus 
tips. Indeed it seems strange to me that the Government should be 
interested in keeping from the market a moderately priced, wholly 
nutritious food product. I should think in this period of declining 
income the Government's interest would be the other way. If 
[the defendant's lawyer] will prepare appropriate findings, I will give 


his chent’s center cuts a clean bill of health. They deserve it.” 


In This Issue 





TAX-WISE NEWS 


Each month this department comments on decisions and rulings selected 
from interpretations of the law by the federal courts, the Tax Court 
and the Internal Revenue Service; lists meetings of interest to tax 
men; and reports on studies, speeches and other activities in the tax 
field. Featured in this issue: Lottery bill before House committee 

Why the government loses many tax dollars at the race track. 


Mi JRE NEWS on Line 6a. New regulations 
are expected to provide that only taxpayers with an annual 
expense allowance must use Line 6a and furnish a detailed state 
ment with the tax return. Employees who must submit detailed 
statements of expenses to their employers will probably not have 
to make a detailed report on the return. Some—especially those 


who travel—may only have to furnish the total amount reimbursed. 


r 

Due BASIS of property acquired by bequest 
or inheritance is the fair market value at the time of death of the 
person from whom the property is acquired (or on the optional 
date). This general rule did not apply prior to the 1954 Code 
when the property was owned by the heir and the deceased as 
tenants by entirety. This form of ownership gives rise to a com 
mon law right of survivorship; therefore, upon the death of one 
of the tenants, the survivor does not take by bequest or inherit 
ance. Consequently, the basis of the property is computed as 
of the date that the property was acquired by parties as tenants 
by entirety. The Supreme Court nailed this issue of law to the 
wall a long time ago in the case of Lang v. Commissioner, 3 Ust¢ 
{ 1088, but the Lang decision resulted in considerable hardship 
and it was conceivable that even confiscation could result. The 
Supreme Court was aware that hardship could result from the 
conclusion reached but, like Pilate, it washed its hands of the mat- 
ter, saying: “The remedy is with the Congress, not with the 
courts.” Congress did act finally. See 1954 Code Section 1014 
(b)(9). This section went into effect December 31, 1953. It is 
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helpful to an elderly widow who might sell the family home 
which she and her husband acquired years before. Here’s a case 
just decided in which the decedent had the misfortune to die six 
days before the tax-break deadline. The difference in the basis 
of the property between the two dates was about $500,000. The 
Tax Court was forced to apply the old Lang rule.—Antoinette M 
Faraco, CCH Dee. 22,812, 29 TC —, No. 76. 


‘a 

l HE PRESIDENT of one corporation did 
a favor for another corporation with which he did business. The 
latter corporation presented the president with a Cadillac. Then 
it filed a 1099, treated the “gift” of the Cadillac as a “finder’s fee” 
and took a deduction on its income tax return for the cost of the 
car. The receiver of the Cadillac did not report the car’s receipt 
on his income tax return, thinking it was a gift. The Tax Court 
took a dim view of this transaction as did the Commissioner. It 
decided that inasmuch as the donor corporation had treated the 
transaction as payment of a finder’s fee, had claimed a business 
expense deduction for the cost of the car, and that inasmuch as 
the record did not show that the directors or stockholders gave 
approval to a gift of corporate funds, the car was compensation 
to the president.—WVose Duberstein, CCH Dee. 22,806(M), 17 
TCM 16. 


Herre IS A TAXPAYER who received 
shares of stock as compensation for services he performed for 
the corporation. He did not report the receipt of the stock as 
income. The services performed for which the stock was given 
were in connection with a new issue—an offering to the public 
of the corporation's stock. He was obligated not to sell his stock 
but to hold it for investment. He contended the stock had no 
value. However, shortly after his receipt of this stock, the public 
offering was successful and the new shares of the corporation 
were sold at $5 per share. Shortly after this, the stock was quoted 
on the over-the-counter market at prices ranging from 334 to 47g. 
The Tax Court says the shares did have a market value, namely, 
$3.50 per share. Because he thought the stock had no value, he 
failed to file a declaration of estimated tax, but he was stuck 
with the penalty.—Thomas D. Conroy, CCH Dee. 22,810(M), 17 
TCM 21. 


ry. 
I HE ASSETS of an estate may be valued on 


one of two dates for the purpose of assessing the estate tax. The 


assets may be valued on the date of death or one year after death 


Tax-Wise News 





The option to use the date one year after death can be exercised 
only if certain conditions are met. Once the election to use the 
optional date is made, it cannot be revoked after the expiration 
of time for filing the return. When the election is made, all the 
assets of the estate must be valued as of the date chosen. One 
date cannot be chosen for some assets and the other for some 
other assets. Because a decision to elect to use the optional valua 
tion date turns out to be an unwise one because of great apprecia 
tion of the assets in the year following the death, no revocation 
of the election is possible.—Rosenfield v. U. S., 58-1 uste § 11,739 
(DC Penn.). 


W EK previously reported to you the case of 
the logger who was entitled to deduct the cost of operating his 
automobile when he went from his home to the logging site, but 
only where those expenses were attributed to the cost of trans 
porting his necessary tools. This is drawing the line between 
commuting expense and business expense. Now, three more cases 
involving loggers have just been decided by the Tax Court, and 
it made allocations of the expenses for the transporting of the 
tools and for on-the-job travel. These cases are Francis Eaton, 
CCH Dec. 22,830(M), 17 TCM 60; Sam Sciume, CCH Dec. 
22,832(M), 17 TCM 74; and James R. Ciro, CCH Dec. 22,833(M), 
17 TCM 76. In each of these decisions, the Tax Court invoked 
the Cohan rule; for a further discussion of this rule, see page 177 
in this issue of TAXES 


Here's an interesting side light to these decisions: The tax 
payer challenged the propriety of the administrative policy and 
procedures employed by the Commissioner prior to his determina 
tion of the deficiency and challenged the propriety of the Com 
missioners motives in making such determination. The Tax 
Court decided it was without jurisdiction to pass on these points 
This subject is discussed in the Kaminsky article, which begins at 


page 172. 


A DOCTOR was required by the Veterans 
\dministration to live on the premises of the hospital where he 
was employed. The rental value on the house in which he lived 
was deducted by the VA from his pay, just as income taxes are 
withheld. The Commissioner added the rent which the doctor 


paid back in his income. The doctor claimed that this rent should 


be excluded from his taxable income under the convenience-of 
the-employer rule. The doctor lost the case.—/. Melvin Boykin, 
CCH Dec. 22,829, 29 TC , No. 88. But see the article on this 


rule beginning at page 153. (Continued on page 202) 


March, 1958 ® TAXES—The Tax Magazine 





Gy. 
TA » 4 t & March, 1958 Vol. 36, No. 3 


The TAX MAGAZINE 


Some Problems 


in ‘Convenience of the Employer’ 
By SYDNEY A. GUTKIN and DAVID BECK 


Where food and/or lodging has been furnished for the 

“convenience of the employer,"’ it has been held not to be includable 

in the employee's gross income. Conversely, where food and/or lodging 
has not been furnished for the employer's convenience, it has been held 
to be includable. Sections 119 and 120 of the 1954 Code, 

which were expected by some to eliminate the problems which had arisen 
in the application of this rule, have been 

confused by some rulings and regulations since promulgated. 


we On eee el of the employer” ts 
4a descriptive term applied to varying 


situations involving the taxability to an em 
plovee of benefits furnished to him by ar 
employer as an incident of his employment 
Where the benefit in question has _ beet 
furnished for the convenience of tl 
ployer, it has been held 

in the employee's 

versely, where not 

ployer’s conveniene se ne veen he 
includable Che question ot vhether 
the employe r’s 
| 


benefit has been furnished fo1 
convenience is one of fact to be determine: 
by an analysis of all the facts and circum 
stances In Cat h Cast 

Although a success} 

mvenience-of-the-employ 

1 For general discussion and observations, see TAXES— The T Wag Qn (December 
Bittker, The Individual as Wage Earner 1953) 
Proceedings of New York University Eleventh Sec 119 rel ing to Meals or Lodging 
Annual Institute on Federal Taxation, p. 1147 Furnished for the Convenience of the Em- 
Landman, ‘“‘The Taxability of Fringe Benefits,” ployer.’’ and Sec 121 relating to ‘Statutory 
33 TAXES—The Tax Magazine 173 (March, 1955) Subsistence Allowance Received by Police.”’ 
Hoffman, ‘‘Fringe Benefits for Employees,” 31 


Convenience of the Employer 153 





Prior to Mim. 6472 * 


The first administrative utterance in this 
area seems to be O. D. 265, where the 
Internal Revenue Service ruled that board 
and lodging furnished to seamen were so 
furnished for the convenience of the em- 
ployer and hence not includable in their 
gross income. 

In 1920, the Service issued T. D. 2992° 
amending the then current income tax regu- 
lations to provide: 

“When living quarters such as camps are 
furnished to employees for the convenience 
of the employer, the ratable value need not 
be added to the cash compensation of the 
employee, but when a person receives as 
compensation for services rendered a salary 
and in addition thereto living quarters, the 
value to such person of the quarters fur- 
nished constitutes income subject to tax.”* 

The foregoing portion of T. D. 2992 be- 
came known as the convenience-of-the-em- 
ployer rule, and with slight modification (by 
the inclusion of “meals” within its scope) 
was perpetuated in successive regulations. 

In 1921, the rationale underlying the con- 
venience-of-the-employer rule was for the 
first time presented in some detail. In O. D. 
615," it was determined that if hospital em- 
ployees are subject to immediate call during 
24 hours a day and are, therefore, required 
to accept quarters and meals at the hos- 
pital for the proper performance of their 
duties, said quarters and meals are con- 
sidered to be furnished for the convenience 
of the employer and are not taxable income 
to the recipients 

In 1925, the Court of Claims held in 
Jones v. U. S.* that an army officer was not 
required to include in his gross income for 
the year 1923 either the value of government 
quarters furnished to and occupied by him 
or the cash allowance in lieu of quarters 
paid to him during that part of the year 
when government quarters were not available. 

The court conclusion on the 
premise that the occupancy of government 
quarters by army officers is a requisite to 
the proper performance of their duties. This 


based its 


basis for the decision involved no more than 

an application of the then already existing 

convenience-of-the-employer rule to the case 

of army officers. The Treasury Department 
21950-1 CB 15. i; 0" 

*1 CB 71 (1919). 

52 CB 76 (1920) 

* Regs. 45, Art. 33. 

7™4 CB 85 (1921) 

®§ 1 ustc § 129, 60 Ct. Cls. 552. 


154 


The authors are Newark attorneys. 
Mr. Gutkin was formerly with 

the Office of Chief Counsel, Bureau 
of Internal Revenue. Mr. Beck 

was an attorney, Tax Division of 
the Department of Justice. 


accepted the Jones decision and incorporated 
its rule in the regulations and, subsequently, 
extended it to embrace officers and enlisted 
personnel of the navy, coast guard, Coast 
and Geodetic Survey and the Public Health 
Service.* 

Subsequent to the promulgation of T. D. 
2992 and the acceptance of the Jones deci- 
sion, the cases and rulings were adopted 
as the criterion for the application of the 
convenience rule, whether or not it was 
required that the employee accept quarters 
or meals furnished by his employer in order 
properly to perform his duties.” 

In February, 1940, T. D. 4965 was pro- 
mulgated.“ This T. D. amended the perti- 
nent parts of the then current regulations 
and several prior regulations by restating 
the convenience-of-the-employer rule and 
adding “meals” furnished by an employer to 
the rule, the regulations previously having 
referred only to quarters. 


Mimeograph 5023,” published within a 
month after T. D. 4965, stated that the pur- 
pose of said T. D. was “to clarify the posi 
tion of the Bureau on the question as to the 


circumstances under which the value of 
living quarters or meals furnished to em- 
ployees by their employer is to be included 
in the gross income of the employees. 
If . . . the living quarters or meals fur 
nished are not compensatory or are furnished 
for the convenience of the employer, the value 
thereof need not be added to the compensa 
tion otherwise received by the employee 

“As a general rule, the test of 
venience of the employer’ is satisfied if living 
quarters or meals are furnished to an em- 
ployee who is required to accept such quar- 
ters and meals in order to perform properly 
his duties. For example, if an employee is 
subject to immediate service at any time 
during the 24 hours of the day and, there- 
fore, can not obtain quarters or meals else- 
where without material interference with his 


‘ 
con- 


® Regs. 77, Art. 53; Regs. 86, 94, 101, Art 
22(a)-2; Regs. 103, Sec. 19.22(a)-3; and Regs 
111, Sec. 29.22(a)-3. 

# Mertens, Law of Federal Income Taxation, 
Vol. 2, Sec. 11.16. 

11 1940-1 CB 13. 

12 1940-1 CB 14. 
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duties and on that account is required by 
the employer to accept quarters or meals 
furnished by the employer, the value thereof 
need not be included in the 
of the employee.” (Italics supplied.) 

It would that T. D. 4965 was not 
so much a clarification as a repetition of 
Service policy and position. Except for the 
incorporation of the word “meals,” neither 
the T. D. nor the mimeograph effected any 
change in the rule. Indeed, even meals had 
been embraced within earlier rulings.” It is, 
however, important to note the use of the 
italicized “or” in the above quotation. Un- 
der the mimeograph, it appears that quar- 
meals furnished for the convenience 
of the employer might not be taxable, even 
though they might conceivably be considered 
additional compensation 


gross income 


seem 


ters or 


Mim. 6472 


Mimeograph 6472" was issued on 
ruary 15, 1950 
the rule 
to be 


Feb- 
The mimeograph states that 
“is simply an administrative test 
applied only in cases in which the 
compensatory character of such _ benefits 
is not determinable. It follows 
that the rule should not be applied in any 
which it ts evident from the other 
involved that the 
of quarters or meals by the employee rep- 
resents compensation for services rendered.” 
(Italics supplied.) This statement is illus- 
trated by an example involving a state 
civil service employee employed at a state 
institution furnished meals 
and lodging under conditions which re- 
quire him to be available for duty at any 
time. The example in the mimeograph 
goes on to point out that if under the 
applicable state statutes, civil service rules 
and regulations of the state, or the 
vidual contract of employment, the 
of the and meals is 
as part of the employee’s compensation, 
then the convenience-of-the-employer rule 
is nut applicable and the value of the meals 
and lodging is includable in the employee's 
income. The mimeograph further 
states that certain earlier mimeographs are 


otherwise 


case 1n 


circumstances receipt 


where he was 


indi 
value 


quarters considered 


rr 
gross 


modified to the extent they imply that the 


rule is applicable to situations in which 
3 See O. D. 265, 1 CB 71 
CB 85 (1921) 
1% 1950-1 CB 15 
% Did the Third 


(1919): O. D. 915, 4 


Circuit Court of Appeals 
adopt the rationale behind this mimeograph 
in Saunders v. Commissioner, 54-2 ustc © 9589 
215 F. (2d) 768 (CA-3), or did it merely imply 
that even if the mimeograph did apply, the 
tests set forth therein by the Commissioner 
were met? 


Convenience of the Employer 


it is otherwise evident that living quarters 


furnished to an 
as compensation for services rendered 


or meals are employee 
The 
mimeograph provides, moreover, that it will 
be applied without retroactive effect from 
January 1, 1949, in which living 
quarters or meals are determined to be 
compensatory without reference to the con- 
venience-of-the-employer rule. 


cases in 


It may be stated that the Internal Reve- 
nue Service Mim. 6472, limited 
the scope of the convenience-of-the-employer 


has, by 


rule since, by its terms, the mere showing 
that meals and quarters are furnished in 
order for the employee to perform his duties 
properly will not exclude their 
value from gross income, if by virtue of 
surrounding circumstances, it is evident 
that they are also furnished as compen- 
sation.” Moreover, the i 


serve to 


Service states in 
the mimeograph that prior rulings relating 
to board and lodging furnished to seamen,” 
lodging for canning and fishing employees,” 
quarters and meals to hospital employees,” 
and room and board for domestics ” should 
not be relied upon as 
which living 


precedents in 
quarters or 
are determined to be compensatory without 


any 
case in meals 
reference to the convenience-of-the-employer 
rule 


In a dated August 2, 


hospital employees,” the 


Special Ruling 
1951, dealing with 
Service stated that 


in Mim. 6472 do 


change in its 


the principles set forth 


not represent any 


great 
established policy as to the 


convenience-of-the-employer rule, although 


it is conceded that such policy was pre- 


viously not well known and was widely 


misinterpreted. The Service’s position was 
stated to be that 


furnished 


“when quarters or meals 


are in fact to an employee as 
part of his compensation the value thereof 
cannot be excluded from gross income un- 
without contraven 


the ‘convenience’ rule 


I gross income. 


statutory definition « 


DECISIONS UNDER 1939 CODE 
AND PRIOR REVENUE ACTS 


With 


law to 


exceptions ™ our 


involving the 


two entire case 


date convenience-of 

%O. D. 265, 1 CB 71 (1919) 

7 QO. D. 814, 4 CB & (1921) 

8 ©. D. 915, 4 CB 85 (1921) 

1%]. T. 2253, V-1 CB 32 (1926) 

’5 CCH Standard Federal Tax Reports (1951 
Ed.), © 6191 

71 Woodall v S., 5T-% UST¢ 
N. M.): Shirah v S., 57-2 ust 

C.) 


9767 


{ 9977 


(DC 
(DC 
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the-employer rule is to be found in de- 
cisions based on facts antedating the Internal 
Revenue Code of 1954. Although the gen 
eral philosophy underlying the decisions of 
the. courts follows a pattern, 
interesting deviations and differ- 
fact which seem to make a study 
of the key worth while 


consistent 
there are 
ences ot 


cases 


Military Personnel 
Che first 
venience-of-the-employer 


establish the con 
rule as part of 
was one involving military 
Jones v. U. S.,” the plain 
army officer who, for the tax 
able year 1923, received (1) pay as an 
officer in the approximate amount of $5,500; 
(2) quarters from January 1 to August 25, 
1923, official duty, 


was required to occupy, 


decision to 


uur tax law 
personnel In 


tiff was an 


while on and during 
which period he 
and did 


with the 


ccupy, such quarters in connection 
his official duties; 


performance of 
and (3) the sum of $500 in cash as money 
allowance for rental quarters during the 
period August 25, 1923, to 
1923, while the plaintiff 


Washington, D. C 


available In 


December 31, 
duty in 
, Where no public quarters 
fact, the plaintiff ex 
$500 for said 


was on 


were 
pended a sum in excess of 
quarters 

fixed the value of the 
at $940 and included that amount 
$500 


Phe defendant 
quarters 
plus the cash received in lieu of 
gross income 
Section 213 of 


which 


quarters in the plaintiff's 
The defendant relied upon 
the Revenue Act of 1921, 
substantially the 
language as, and which was the counter- 
part of, Section 22(a) of the 1939 Code 
and Section 61(a) of the 1954 Code. The 
plaintiff paid the additional tax attribu 
table to the $1,440 and 


brought suit to recover the tax 


defined 


income in same 


@ross 


inclusion of the 
SO paid 


In holding for the plaintiff—to wit, that 
not required to include in his 
gross income for the year 1923 either the 
value of quarters furnished to and occupied 


allowance in lieu 


he was 


by him, or the cash 
f quarters paid to him—the court made 
analysis of the applicable 


regulations and 


an exhaustive 


statutes and army arrived 


at three fundamental conclusions 


Initially, the court pointed out that there 


harp distinction 


{ “pay” 


and which 
and th 


cash in 


between the 


perso! nel 


] receives, 


“allow 
lieu 
income 


tes taxable income, 


either in quarters or 


constitute 


ances, 


thereof, which do not 


2 Cited at footnote 8 
7CCH Dec. 19,956, 21 TC 131 
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(1953) 


since they are not compensatory in nature 
but, The 
noted that the “pay” of army personnel is 
fixed by statute in the form of a fixed 
and definite sum embraced within Con- 
gressional appropriations, and it is only this 
amount, this annual salary, which is meant 
when an officer’s compensation is referred 
to. “Allowances” are not within such cate 


gory. 


rather a reimbursement, court 


court stated that from the 
army, it has been the 
practice, even requirement, that officers not 
only be permitted, but compelled, to occupy 
public quarters when the avail 
able at the post or station; and when they 
are not so available 


of quarters in 


Second, the 
inception of the 


Same are 


to receive commutation 
This has 


money. been an 
necessity in the 
duties by army 
and is an integral part of the army organi 
All of this, stated the 


defendant’s 


outgrowth of proper pet 


formance of personnel, 
zation and system 
court, refuted the 
that if the government did not furnish 
the officer with quarters or money in lieu 
thereof, he would had to 
procuring the 


contention 


have incur the 


expense of same 
Third, the court rebutted the defendant's 
argument that money, when 


expended free from government control, ts 


received and 
compensation and income, The court pointed 
out that the plaintiff had no choice between 
accepting quarters in kind or 
thereof, and that the subject 
quantum and the kind of allowances 
court’s view, the 
was no different in sub- 
purpose of the 


cash in lieu 
matter, the 
were 
all regulated. In the 
allowance 
from the 


kind 


was to 


money 
stance original 


allowance in 


prove the touchstone 


later 


This Case 


of taxability in many cases 


State Troopers 


Several cases involving state troopers 
have come before the courts during the last 
four years. Charles H. Hyslope™ involving 
a state trooper of Indiana, and Robert H 
Saunders,“ involving a state trooper of New 
Jersey, were pending before the Tax Cour 
at the and but for the fatefu 
circumstance that //yslope was docketed anc 
decided first, the 


been different. On the 


Same time, 


] 
| 


accordingly course of the 
basis 
Hyslope 


Saunders 


law may have 


ot the respective findings of fact, 
much easier case than 
Court to 
taxpayer. It was therefore not a too diffi 


cult transition for the Tax Court to cite 


seemed a 


for the lax decide against the 


** CCH Dec. 20,131, 21 TC 630 (1954) 
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Hyslope as a precedent in 
t Saunders, although only the latter 


was reviewed by the entire court. 


mately, the Tax Court opinion in Saunders 
Third Circuit Court ot 
: Court 
decided 
involving a membet 
State Patrol The Tax 


Court seemed to have been vindicated when 


was reversed by the 
Appeals,” which reversal the Tax 
later declined to follow 
Harold B. Maaqness.* 


ot the 


when it 
(Georgia 
the Fifth Circuit Court of 


Vagness, 


stated that le cases Wel! 


(Appeals affirmed 
the decision in altho 1 the al 
court 


pellate 
“probably 


le.’ Untortunatel 
find tl 
. that th 
difference in approach between the uN 
Fifth Circuit Courts of Appeals sti 
obtains with 
1954 Code 
In Hys Pe 


tf $842, wl 


distinguishal 
the issues involved did not 


to the Supreme Court, so 


and 


respect to tacts antedating 


sum 
1949 in addition 


reimbursement for the 
maintenance, telephone, lodgit 

from home and meals eaten during 
tour duty, constituted additio 


»? 


income under Section 22(a) 
Code | 


imount 
chase 


this 
decisi 
to distinguish the Jones ca 


ipplication only to military persot 


Saunders case, the 
ar 1950 
amount of $2,940, 

| ft 


DAarrac 


cash 


, 
In th petitione 


received pay 


t 


1949, been 


taxpayel 
the convenience 


*% Cited at footnote 15 


*CCH Dec. 21,910, 26 TC 981 
57-2 uste { 9897 (CA-5) 


(1956) aff'd 


Convenience of the Employer 


the State of New Jersey, as evidenced by 
the fact that the rf the 


yeTmission 


payment subsistence 


and the 


allowance granted to 


| 
the taxpayer to purchase his 
helped to improve the 
New State Police 


that when the state fut 


meals at a 
public restaurant 
quality of the 


Che court noted 


Jersey 


nished meals to its troopers, a majority ate 


time, and the highways were 
| 


at the same 


consequently either unpatrolled at all, or in- 
adequately patrolled during that particular 


of day 


decision of the ‘ax 


the hird rcuit repudiated the 


“artificial distinction, indicated in the Van 


Rosen opinion, between ‘military’ and ‘civilian’ 


personnel” and stated that the facts 
Ilys ope 


case may justi 
result therein withou 


distinction. ‘The 


pay 
as subsistence 


rate ol 





is predicated on the following differences of 
fact: “(a) There it was conclusive that the 
$70.00 a month Saunders in 
lieu of rations was not intended as com- 
pensation, and, in fact, the Tax Court found 
that the rations allowance ‘was not regarded 
or accounted for as compensation, either in 
the State Police Budget or by the State 
Civil Service Commission’. Here the Tax 
Court failed to find that the ‘subsistence 
payment’ was intended as a reimbursement. 
(b) Saunders received $70.00 per month 
to pay for meals while actually on patrol, 
and he was required to eat at a place on 
his route at a particular time. Magness, on 
the other hand, received $4.50 per day 
every day of the year, even while on vaca- 
tion or on days off, and, except for the 
time when he was actually on patrol, could 
eat at any place he chose. When he was on 
patrol the only requirement was that he 
notify his headquarters where he could be 
reached while he was eating. He testified 
that, while he was off duty, he could do 
anything he wanted to provided he notified 
his headquarters so that they could get in 
touch with him in case of an emergency.” 


received by 


rhe Fifth Circuit distinguished the Jones 
case in that there the United States, with 
one hand, as an employer gave money to its 
employees, and with the other hand, as a 
tax collector took it back; whereas, a state 
is in the same position as any other em- 
income tax 


ployer so tar as the federal 


obligations of its employees are concerned 
In concluding, the Fifth Circuit indicated 
that it differed from the Third Circuit as 
to the meaning and application of the appli- 
cable sections of the regulations. It felt 
that the administrative rulings and regula- 
with respect to the benefits covered 
convenience-of-the-employer rule 
applicable to benefits in 
where furnished 
Saunders extended it to a cash payment 
The Fifth Circuit felt that it could not 
extend the application of the rule to situa- 
tions in which money was furnished to buy 
meals indiscriminately, while the taxpayer 
was on duty, off duty and on vacation. 


tions 
by the 
were primarily 
kind, and not 


cash was 


Institutional Employees 


of cases in which there has 
activity involves employees 
institutions 


Another line 
been recent 


attached to state 


In Diamond v. Sturr and Bruen v. Sturr,® 
companion cases, the senior psychiatrist at 


a New York State mental institution (Dia- 
mond) and the housefather and 
mother at a New York State training 
(Charles and Anna Bruen) brought 
actions to recover overpayments of income 
tax on the ground that the value of food 
and lodging furnished them by the state at 
the state institutions was not taxable by 
the United States Government as compen- 
sation. Each plaintiff was required, as a 
condition of employment, to reside on the 
institutional premises and to be available 
at all times. 


house 


school 


Diamond, the value at- 
food, lodging and main- 


him by the State of 


In the case of 
tributable to the 
tenance furnished 
New York was deducted from his 
monthly salary, and there was withheld 
from such salary (which included a propor 
tionate amount of the value of such main 
tenance) an amount computed in accordance 
with the federal withholding provisions 
His salary was fixed by Section 40 of the 
New York Civil Service Law, and Section 
42 thereof provides that any maintenance 
shall be considered as part of salary. Re- 
tirement deductions and benefits were to be 
computed on the basis of total salary estab- 
lished by Section 40.” 


gross 


In his defense, the defendant initially 
relied upon a ruling by the Commissione 
of Internal revoking his earlier 
position with respect to the convenience-of- 
the-employer rule and holding that the value 
of food, lodging and maintenance furnished 
employees of the State of New York, whose 
salaries are classified under the New York 
Civil Service (Feld-Hamilton) con 
stitute compensation for federal tax pur 
Moreover, the defendant argued that 
the plaintiffs received economic benefits 
from the food and lodging supplied; that 
said food and lodging constituted additional 
“compensation” within the meaning of the 
New York Civil Service Law, thereby mak 
ing inapplicable the convenience-of-the-em- 
ployer rule; and that the inclusion of the 
value of maintenance as part of salary for 
the purpose of computing retirement de 
ductions and benefits consistent 
such treatment. 


Revenue 


Law, 


poses. 


was with 


Although the lower court held for the 
defendant, the Second Circuit Court of Ap 
peals reversed and held that the food and 
lodging furnished to the plaintiffs were not 
compensation to them. In so reversing the 


lower court, the court of appeals held that 





2855-1 ustc $9323, 221 F. (2d) 264 (CA-2), 
rev'g, 53-2 ustc § 9629, 116 F. Supp. 28 (DC 
N. Y.). 
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See facts set forth in the district court 
opinion cited at footnote 28. The facts in 
Bruen v, Sturr, 53-2 ustc { 9630, are comparable 
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(1) the later ruling of the Commissionet 
revoking his earlier position as to the con 
venience-of-the-employer rule was not to be 
given effect, in the light of the long-standing 
regulations then 


construction given to the 


currently existing; 

(2) the living conditions of the plaintiffs 
illustrated the minimal economic benefits to 
them of the food and lodging supplied; 

(3) the concept of 
the New 


was determinative for federal tax purposes 


“compensation” under 
York Civil Service Law in no way 


(citing cases); and 


(4) the proper measuring rod of this type 
ot case is not the definition of “compensa- 
tion,” but the fact as to whether 
the food and lodging supplied in the partic 


issue of 


ular case was for the employer’s convenience 

Finally, the court pointed out how arbitrary 
and formalistic 
gested by the 
voking its 


was the distinction sug 


Commissioner’s ruling re 
concerning the 
The 


salaries are 


earlier position 
convenience-ot-the-employer rule said 
ruling applied to those whoss 
classified under the New York Civil Service 
Law (Diamond : Bruen) but 
not to those whose 
(Anna Bruen) Asa 
employee, the value of M1 
deducted 
amount established for his position, but as 
an unclassified Mrs 

ceived a cash salary and, in addition, food 
and lodging. The court pointed out that 
although Mr. and Mrs 
identical work (he as 


as housemother) 


and ( harles 


not so 


classified 


salaries are 
classified 

: ‘ F 
Bruen’s food 


the gross 


and lodging was from 


employee, Bruen re 


> 
Bruen pertorm 


housefather a1 he 


and share the same lodg 
tood, notwitl 
standing that their hours and other conditions 
identical, Mr. Bruer 
taxed on the value of food an 


Mrs. Bruen would not 


recently, the 


ing and eat the same and 
of employment are 
would be 
lodging, 
More 
heavily on the 
an attempt to 
value of food 
certain personnel, attached to the 
State Hospital at Marlboro 
New Jersey, all of 
required by the terms of their employment 


} 
and 


government 
“economic benefit” theory 1 
include in income the 


lodging 


gross 
furnished to 
New 

j 


and 


and 


Jersey 
rrenton, whom were 
institutional premises and 
ae ae ee 


to live on the 


be available 24 hours per day 


medical 


was director of the institution at 


Marlboro and, in addition to 
provided 


lis salary, was 


] 


with a house for himself and 


family, as well as food and services. Audesirk 


was a foreman plumber and steamfitter at 


” Gordon v. U. 8., Audesirk v. U. S., McKeon 
v, U. S., companion cases, 57-2 ustc § 9913 (DC 
N. J.) 


Convenience of the Employer 


institution, and Margaret Rose 
McKeon was resident X-ray technician at 
the state The latter 
two were provided with and food 
at the institution, the value of which 
was deducted from their gross salary, under 
the so-called “checkoft” system The United 
States District Court for the District of 
New Jersey found that the food and lodging 
involved were furnished for the convenience 
of the State of New Jersey and, on the 
authority of Diamond v. Sturr and Saunders 
vy. C taxable 
income 


the same 
hospital in Trenton. 
rooms 
served 


ynmisstoner, did not constitute 


It is interesting to note that the govern- 
ment filed an appeal in Gordon v. U. S 
but entered an order of voluntary dismissal. 
Apparently, the government felt that it 
Saunders precedent 

Circuit Court of 


could not overcome the 
established in the Third 


Appeals. 


Partners Operating Hotel 


Phe application ot the convenirence-ot-the 
employer rule to partners operating a hotel 
presents an anomolous situation because of 
an employer-employee rela 
partnership and the 

enough, it is this 


very absence of the employer-employee rela 


the absence of 
tionship between the 
partn Interestingly 
tionship that underlies the decisions of the 


lax Court uniformly in or of the tax- 
the appellate 


reversing the Tax Court 


payers, and the decisions of 


tribunals in 


Che leading Tax Court case in this area 


is George A. Papineau” where the petitioner 


was a member of a limited partnership which 
hotel. In addition, 
f the hotel 
is time to his duties 
hotel and took 


ant to his agreement 


owned and operated a 


the petitioner was the manager « 


and devoted all of 


as manager. He lived in the 


} 


his meals there, purst 


with his 


partners That 


essential in order to 


arrangement was 
manage the hotel to the 
best advantage of the hip during 
The part- 
annually to him 
com- 
partners and 
Che partnership 


partners 
and night. 
$2100 
manager 


all hours of the day 


nership distributed 


for his services as before 


puting the percentages of the 


he profits of the business 


1 


tad , 
leducted all costs, expenses and other items, 


without eliminating any amounts to repre 


board and lodging 
Che Commis 
Revenue, in determining 


years 1944 and 1945, in- 


creased the petitioner’s income by amounts 


he 
furnished to the petitioner 
sioner of Internal 


deficiencies for the 


* CCH Dec. 18,044, 16 TC 130 (1951) nonacq., 
1952-2 CB 5 
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calculated to represent the value of meals 


and lodging furnished him by the hotel and 
idded the 


from the partnership 
I 


same to petitioner’s distributive 
The question 
involved iether all or any part of the 
value of the meals and lodging which the 


mcome 


Was W 


petitioner received at the hotel represented 


income to him 


In holding that the value of said meals 
xing did not represent income to the 
the Tax Court stated that if a 


is a proprietor, he cannot employ 


and Ik 
petitioner, 
partner 
himself or compensate himself by a salary 
rendered to himself, nor can 
he compensate himself or create income fot 
himself by furnishing himself meals and 
Che Tax Court stated further that 
ions underlying the convenience 
not violated by 
were intended to 
received by 
another, 


tor services 


lodging 
the re 

rule were 
they 
apply to compensation 
person for personal 
the instant situation, the petitioner 


of-the-employer 
ts view, because 
one 
services to 
while in 
rendered the services to himself. 


The Tax Court reconsidered the issue o1 
subsequent occasions, and in each instance 
held in favor of the petitioners and rested 


ts decision directly or indirectly upon the 


authority of George A. Papineau 
The U 


District 
tavor of 


nited States District Court for the 
of Colorado has similarly ruled in 

the taxpayers on this 
upon what other 


findings of 


issue, al 
basis, than its 


fact 


though 
specific 
of law, is not clear.* 

The 


the issue 


and conclusions 


first appellate court to upon 
ie Fourth Circuit Court of 


ynmissioner v. Doak.™ In re 


pass 
was tl 
Appeals in ¢ 
Fourth Circuit 


of meals and 


versing the Tax Court, the 


stated that the cost lodgings 


of the taxpayers would have been deductible 
had they occupied an employee status under 


‘ he 


either em 


the convenience-of-the-employer rule 
however, 
they 


taxpayers were not, 


emplovees; were husband 

2 Everett Doak, CCH Dec. 21,099, 24 TC 569 
(1955) rev'd, 56-2 ustc § 9708, 234 F. (2d) 704 
(CA-4) Leo B. Wolfe, CCH Der. 21,135(M) 
14 TCM 791 (1955): Richard E. Moran, CCH 
Dec. 21,.143(M), 14 TCM 813 (1955), rev'd, 56-2 
ustc { 9879 (CA-8) 

% Briggs v. U. 8., 
1955), rev'd, 56-2 
53 (CA-10) 

‘Cited at footnote 32 

% Commissioner v. Moran, cited at footnote 32 
U. S. v. Briggs, cited at footnote 33 

*% See Notes. 70 Harvard Law Review 378 
(December, 1956): 57 Columbia Law Review 290 
(February, 1957); 43 Virginia Law Review 116 
(January, 1957) 

37 Hotel managers 
9802, 36 BTA 838 (1937) 
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© 9164 (DC Colo 
238 F. (2d) 


56-1 


USTC 


UustT« 
© 10,020, 


Arthur Benaglia, CCH Dec 
George Lamaze, CCH 


owning the entire business as 


Inasmuch as a partnership is not 


and wit 
partners. 
treated as a separate taxable entity and the 
partners are not employees, the court held 
that the cost of meals and lodging attrib 
utable to them is not properly deductible 
The court held that the 
expenses incurred by the taxpayers are ex 
which must 
regardless of business requirements, and art 


aS an expense 


penses everyone incur to live, 


personal and nondeductible. 

The Eighth and Tenth Circuit Courts of 
Appeals have since rendered similar deci 
their respective reversals of the 
Tax Court and the United States District 
Court for the District of Colorado.® 


sions in 


In the light of the entity theory applied 
to partnerships by 707(c) of the 
1954 Code, it may be questioned whether th« 
result in Doak would obtain today.” 


Section 


Miscellaneous 


The foregoing discussion of pre-1954 Cod 
i intended to be all 
Numerous other situations have been con 
sidered by the 


cases is inclusive 


not 


courts and are noted below 


1954 CODE: REGULATIONS 
AND RULINGS THEREUNDER 


Section 119 


119 of the 1954 Code, 
no counterpart in the 1939 Code, 
( xclude s the 


section which has 
specih ally 
and 


convenience 


value of meals lodging 


turnished an employee for the 


ot the 


to meals furnished on the 


: - . 
emplover Phe exclusion is limit 


business premises 


t the employer and to lodging furnishe 


business premises of the employer 


-ond 
Cord 


oO the 
that 
tion of his employment 

Meals.— The 


an employee by his emplover is to be ex 


the employee must accept as a 


value of meals furnished t 


cluded from. the employee's LTOSS Income 


if two tests are met (1) the meals ar 
Dec. 11,0382-E (March 8, 1940 
son, CCH Dec. 12,915-G 1 TCM 227 
Moulder v. U. S8., 56-1 vws1 1 9195 
1955): Herman J. Romer, CCH Dec 
TC No. 145 (1957) 
Apartment-house janitor: Lloyd N 
CCH Dec. 16,055(M), 6 TCM 1049 (1947) 
Plantation manager: Greene v. Kanne, 38-1 
ustc § 9206 (DC Hawaii); Renton v. Kanne, 38-1 
© 9207 (DC Hawaii) 
Housing-project employees: Hazel W. Car 
michael, CCH Dec. 17,718, 14 TC 1356 (1948) 
Member of judiciary Barnhill v. Commis 
sioner, 45-1 ustc % 9260, 148 F. (2d) 913 (CA-4) 
Civilian employee of army transportation 


corps: Gunnar Van Rosen, cited at footnote 27 


Bruce E. Ander 
(1942) 
(DC Mo 


22,586, 28 


Farnham 


UST« 
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furnished on the business premises of the 
employer and (2) the meals are furnished 
tor the convenience of the employer. ‘The 
exclusion applies irrespective of whether 
under an employment contract or a statute 


fixing the terms of employment, such meals 


1 


are turnished as compensation 


meals are fur 
of the employer: 


question of whether 


tor the convenience 
of fact to be determined by analysis 
of all the and 


Ordinarily, 


Is one 


tacts circumstances in each 


meals furnished to the 
employee during the working day 


deemed furnished for the 


case 
will 
conventence ol 


the employer. Likewise, meals furnished 


preceding or immed y fol 


working hours of the 


immediately 


lowing employee will 


be deemed to be for the convenience of the 


furnishing of such meals 
of the 
han providing additional or indirect 


Meals fur 


employer if the 


a business purpose employer, 


compensation to the employee. 


nished on nonworking days, or at times 
+] 


when the employee’s presence on the em 


ployer’s busi does 


ess premises 
a business purpose of the employer, do not 


] , , , 
quality tor t If the emplovec 


is required to occt living quarters o1 


, 
business prem! 
is employment, the exclu 
value meals tur 


premises 


qualify 
Lodging.— | 


emplove 


premises 
is turnished 


nvenience of the employer. (3) 


« 
employee is required to accept sucl 
ndition of his employment 


juired as a condition 


was a C 
1 “ 
hire re 


irrespective 
ment contract o1 
f employment 


as compensation 


Rules. 


term “bu 


poses 
premises 
the place ot employme1 
For example, meals anc 
employer's 


furnished in the 


1 
lomestic servant would ce 


3% Regs. Sec. 1.119-1(a)(1) 
* Regs. Sec. 1.119-1(a) (2) 


Convenience of the Employer 


I Is employer asa 


and lodging furnished on the busi- 


ness premises of the employer 


meals 


The regulations provide that the exclu- 
Section 119 applies only 
kind, 


employee.” 


sion provided by 
and lodgin 


without charge or to the 


to meals furnished in 


If the employee option to receive 
lieu of 
required to re- 


lodging 


additional meals 
or lodging in 
imburse the employer for meals or 
in kind, the 
is not excluded 


mere 


compensatio In 


kind, or is 


such meals 
from gross 
fact that an 
decline to 
tendered in kind 
inclusion of the 


furnished value of 


and lodging 


income. However, the 


employee, at may 


accept meals and | 


will not of itself require 
value thereof in gross income 


Examples.—The provisions of Section 119 


iay be illustrated by the following examples 


Example (1) \ wait 
to 4:00 p.m. is furnished 
two meals a workday. In 


ress who works 
om 7:00 a.m 
without charge 


} 


order to > that the waitress will com- 


mence Wo! employer 


courages 


Example 
the em 


m and 
r t available 
Accor 
he employee with n 
Under the 


ve 


| 
I 


stitution 


never 


1 
Vaiule ol 


lt 
| value 
urnished 


includable in the 


resid 
employes 


the employer 


” Regs. Sec. 1.119-1(b) 
" Regs. Sec. 1.119-1(c) 





employee’s gross income because his resi 
dence at the institution is not required in 
order for him to perform properly the duties 
of his employment 

Example (5) 
tion 


An employee of an institu- 
annual salary of $10,400 
in addition, receives meals and occupies 
total value of which is $2,400 
meals and lodging are fur 

business premises of the 


receives an 
and, 
a house, the 
a year. The 
nished on the 
employer; they are furnished for the con 
venience of the employer; and the employee 
accept such lodging as a 
condition of his employment. The value of 
the meals and lodging will not be includable 
employee’s gross income. 


is required to 


in the 

Example (6).—The employee in Example 
(5) holds a job which is classified at $12,800 
per year, and said employee receives food 
and lodging as aforesaid, valued at $2,400, 
which is deducted from his pay, so that the 
net pay received by him, in cash, is $10,400 
Is the value of the food and lodging in- 
cludable in the gross income of the employee ? 


Ambiguities in regulations.—It would seem 
that under the language of the regulations, 
which makes the exclusion applicable only 
to meals and lodging furnished in kind with- 
cost to the employee, the 
value of the meals and lodging in Example 
(6) is includable in the employee’s gross in- 
come. The regulations provide, furthermore, 
that if the employee is required to reimburse 
the employer for meals or lodging furnished 
in kind, the value thereof is not to be ex- 
cluded. This difference in result between 
Examples (5) and (6), which seems to be 
predicated on a method of bookkeeping, ap- 
pears to be illogical and to constitute a 

step. No such 
the courts in Gordon v. U. S. or in 


out charge or 


backward distinction was 
made by 
Diamond v. Sturr.” In Gordon and the com- 
panion cases, the court was faced with both 
types of employees, namely, those whose 
positions were unclassified and who received 
food and maintenance in addition to com- 
pensation, and those whose positions were 


book- 


keeping methods employed by the State of 


classified and who, because of the 


New Jersey, received a net amount in cash 
with the cost of food 
made no dis- 


charged 
The court 


being 
maintenance 


atter 
and 
tinction, and it is doubtful whether any such 
distinction is now warranted, based on the 
language of Section 119. 

Moreover, the regulations provide that 
the exclusion provided by Section 119 ap- 





“Cited at footnotes 28 and 30, respectively. 
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plies only to meals and lodging furnished 
in kind. In juxtaposition to that sentence 
is another, which states that cash allow 
ances for meals or lodging received by an 
employee are includable in gross income to 
the extent that such allowances constitute 
compensation. The prior 
seem to imply that any type of cash allow 
would not be countenanced as 
within the exclusion. The subsequent sen 
state that allowances 
are includable “to the extent that 
allowances constitute compensation.” In 
Saunders v. ( 
cash allowances were found not to be com- 


sentence would 


ance being 


tence seems to cash 


such 
a case such as ymmissioner, 
pensation, but were found to be allowances 
in lieu of rations. 

It is submitted that irrespective of any 
nuance in the regulations to the contrary, 
the proper inquiry should be to determine 
whether a benefit is for the 
of the employer, and not whether it is com- 
pensatory in nature. Notwithstanding that 
a benefit may result in economic advantage 
to the recipient (for, indeed, which benefit 
not?), if such a benefit is granted 
because it is for the convenience of the 
employer to grant it, further inquiry should 
this way an objective 
standard for the application of the rule 
would seem to be created 


convenience 


does 


be foreclosed. In 


Unpublished rulings.—Unpublished rulings 
affecting hospital employ ees attached to 
Veterans Administration hospitals, have come 
to the attention of the writer, and it is the 
position of the Internal Revenue Service that 
such employees who are subject to the so 
called checkoff System are to include the 
value of their food and maintenance, even 


where the necessary tests are met 


Section 120 


Section 120 of the 1954 Code, which has 
no counterpart in the 1939 Code, excludes 
from the gross income of an individual em 
ployed asa police official by a State, terri 
tory or possession of the United States, by 
any of their political subdivisions or by the 
District of Columbia, any amount received 


as a statutory subsistence allowance to the 


extent that such allowance does not exceed 
$5 per day 

For pur- 
‘statutory 


Statutory subsistence allowance. 
poses of this section, the term 
means an established 


‘ 


subsistence allowance” 
amount, apart from salary or other com 


pensation, which is authorized under the 
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laws of a state, a territory, or a possession 
of the United States, by any political sub 
division of any of the foregoing or by the 
District of Columbia, to be 
individual 
official of such governmental unit for meals 
and other incidental expenses in connection 
with his official duties \ subsistence allow 
ance paid to a police official by any of the 
foregoing governmental units which is not 
so provided by statute may not be excluded 


paid to an 


who is employed as a _ police 


from gross income under the provisions of 
Section 120.° The subsistence 
allowance provided for by the 1955 Acts 
f South Carolina was ruled, by the Internal 
meet the test of 
merely a 


statutory 


Revenue not to 
the statute, it 
ration applied to a portion ot the com 


being received by 


service, 
being considered 
desig 
pensation already police 
that state.“ This view was not 
Shirah v. U. S.* 
a policeman of Columbia, South 


Carolina, who refund for 1955 


officials in 
shared by the court in 
involving 

claimed a 
failure to exclude 


based on his from gross 


subsistence allowance provided 


under an 


income the 
for and paid to him 
the City of 
a refund 


ordinance ot 


Columbia ihe court granted 


Police official —The term “police 


an emplovee of anv of the fore 


governmental units who has _ police 


cuties, such as 


Lome 


a sheriff, a de tective, a police 


1 } 


trooper, he 


ruled that a sant 


Inspector, who carrie 


man or a_ state police weve! 


designated.” It has been 
tation or building 


‘e badge and is charged with some 


enforcing duties, but whose major 


relate to special subjects 


enforcement of all laws, 


the duties of “police 


usual mear such term, may 


ing of 


considered a “police official” within 


meaning of the section.* 


Computation of exclusion—The exclu 


section is compute dl 


sion provided by the 


on a daily basis, that 1s, for each day for 


| allowance is paid. If 


which the statutory 


th providing the allowance does 


e statute | 


not specify the daily amount of such allow 


ance, the allowance must be converted to 


a daily basis for the applying 


the limitation 


purpose 
provided For example, if 
a state statute provides for a weekly sub 
sistence allowance, the daily amount is to 
he determined by dividing the weekly amount 


by the number of days for which the allow 
* Regs. Sec. 1.120-1(a) 

* Rev. Rul. 57-46, I. R +5, p. 11 
*" Cited at footnote 21 

* Regs. Sec. 1.120-1(a) 
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ance is paid. Thus, if a state trooper receives 
subsistence allowance of 
five days of the week, the daily 
would be $8. However, for pur 


this 
be excluded, or $25 on 


a weekly statutory 
$40 for 
amount 
$5 per day may 


poses ot 


section, only 


a weekly basis 


Expenses in respect of which the allow- 
ance is paid.—Expenses in respect of which 
the allowance is paid may not be deducted 
except to the extent such expenses exceed 
of the exclusion, and the excess 
le For 


the amount 
is otherwise allowable as a deduction. 


+ 


example, if a state statute provides a sub 
allowance of $3 per day and _ the 
incurs expendi 
trom 
l police duties, 
would be excludable under this 


Expenses relating to such exclu 


sistence 
taxpayer, a 
$4.50 for 


Stat trooper, 


tures of meals while away 


home overnight on official 


a 


only $3 
section 
($3) may not be deducted under any 
How 

an allowable 
Section 162 as traveling 


home in. the 


s10on 


provision of the income tax laws 
ever, the remaining $1.50 may be 
under 


while away from 


deduction 
expenses 


performance of official duties. 


Moving Expenses 


The position of the 


Service is that 


Internal Revenue 


amount received by an em 
ployee from his employer—representing allow 
inces or reimbursements for moving himself 
liate family, household 

effects—in the cz ia 


from one 


goods and 


s imme 
personal transfer 
in the interest of 
official station to an r for permanent 
do not 

f the 


meaning rt tion 22% ol 


ompensation within 
1939 

in the gross 
ncome total amount 
t the oO all 
pended for su Urpo Any 
rsements over the 


includable in 


Vance 1S ex 
excess of 
the allowances 
actual 
the employee’s gross income, and any mov 


expenses ncurred 1s 


ing expenses paid or incurred by the em 


excess ot the 

t deductible by the 
represent personal living 
event, if the 
benefit 
reim 


plovee in allowances or 
reimbursements are 
employee, since they 
or family 
transter 1s 
f the 
bursement 
includable in his 


expenses. In any 


] 


made primarily for the 


allowance or 
by the employee is 


‘ wo 
income 


employee, any 
received 


gross 


Obviously, the question arises as to when 
a transfer is made primarily for the benefit 


f the employee The Internal Revenue 
* Rev. Rul. 57-309, I. R. B. 1957-27, p. 7 

* Regs. Sec. 1.120-1(b) 

°R Sec. 1.120-1(c) 


tegs 
Ss Rev. Rul. 54-429, 1954-2 CB 53 





Service has taken the position that where 
a move is necessitated by the acceptance 
of new employment with another employer, 
expenses incurred by the employee in mov- 
ing his family and household goods from 
locality to 


ductible expenses 


another nonde- 

Accordingly, allowances 
or reimbursements for such expenses which 
are received from the new employer under 
these circumstances, must, according to the 


Service, be included by the 
51 


one represent 


employee in 
his gross income 

The Internal Revenue 
Service in the latter connection is not shared 
by the United States District Court of New 
Mexico, which decided Woodall v. U. S® 
Mills v. U. S. on June 20, 1957." These 
cases present almost identical facts, except 
that the employee involved in the former 
case quit his job in Dallas, Texas, to move 
to Albuquerque, New Mexico; and the em- 
ployee in the latter case moved from Lex- 
ington, Kentucky, to Albuquerque, New 
Mexico. In the Woodall case, the employee, 
during the year 1954, accepted an offer of 
employment from a new employer, which 
employment him to One 
of the conditions of the offer and acceptance 
of employment was that the employee would 
be reimbursed for actual expenses incurred 
and paid by him in transporting himself and 
his family, household goods and personal 
effects to Albuquerque. After the comple- 
tion of the move, the employee was re- 
imbursed for the actual travel and moving 
involved. 
court included, 
intention 


position of the 


and 


required move. 


expenses The findings by the 
as facts, that there was no 
on the part of either the employer 
or employee that the reimbursement would 
constitute compensation in the hands of 
the employee, and that the relocation of the 
employee, the travel and moving expenses 
incurred and the reimbursement of employee 
for said expenses by the employer were for 
the convenience of the employer 


The court concluded, as a matter of law, 
that the receipt of the moneys involved as 
reimbursement for the actual travel and 
moving expenses incurred and paid by the 
employee, did not constitute income within 
the meaning of Section 61 of the Internal 
Revenue Code of 1954. The court further 
that even if the reimbursement 
did technically constitute income, then the 
employee was entitled to take, as a deduc- 
tion against said reimbursement, the amount 


concluded 


31 Rev. Rul. 55-140, 1955-1 CB 317 
5a Cited at footnote 21 
53 57-2 ustc | 9766 (DC N. M.). 
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of travel and moving expenses actually in- 
curred by him “as provided by Section 161 
et seq., Internal Revenue Code of 1954.” 
Although the decision seems correct on the 
main issue of the excludability of the 
amount received by the employee, the posi 
tion of the court with respect to the de 
ductibility of the travel and moving expenses 
seems questionable. 

It should be noted that the 
cases encompassed both the 1939 Code 
the 1954 Code. As previously indicated, the 
Woodall case was decided on the basis of 
Sections 61 and 161 of the 1954 Code. The 
Mills case involved the year 1953 and was 
decided on the basis of Sections 
of the 1939 Code 


In any event, the holdings of these cases 
seem to be in opposition to the position of 
the Internal 
Time alone 
court 


foregoing 


and 


“ . 
22 and 23 


Revenue Service in this area 
will tell 
will obtain as 


dents in other federal judicial 


these district 
valid 


districts 


QUO VADIS SECTIONS 119 AND 120? 


whether 


decisions prece 


In retrospect, one may question 
progress of an enduring 
made in this 

With 


tions 


nature 
area of tax 
119, the re 


seem to 


general 
respect to Section 
applicable thereto 
distinction between an employee 
ceives food and lodging in addition to his 
salary, and an employee similarly situated 
who, 


draw 


who re 


by reason of differences in bookkeep 


ing technique, receives the same net cas! 
pay, but who is checkoft 
system If will be thus 
interpreted, and unpublished rulings tend i 


subject to the 


the regulations 


that direction, then it seems that the statute 
is being, in frustrated 
With respect to Section 120 of the 1954 
Code, Section 4 of the Mills bill™ recom 
mends its repeal effective for taxable years 
ending after December 31, 1956, 
leaving the fate of police officials to 
law. The reasons for the recommendation 
seem to be primarily twofold: (1) The 
seems to have 
quarters where 


large measure, 


thereby 
case 


exclusion been abused in 


some which in 


amounts, 
fact constituted ordinary police salaries, have 
been designated as subsistence allowances 
to obtain the benefits of the exclusion; and 
(2) it places police officials in a position of 
preference, tax-wise, over many other tax 
payers whose duties require them to incur 
similar subsistence expenditures.” 

nH. R. 8381, Technical “Amendments Act of 
Me See report of the House Ways and Means 
Committee, H. R. 8381. 
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If the regulations applicable to Section benefits remaining in Section 119 were wortl 
119 are interpreted as hereinabove sug- the time, effort and expense that went into 
gested, and if Section 120 is repealed, one its enactment.” [The End] 
may justifiably wonder whether the residual 


SECRETARY ANDERSON APPEARS BEFORE JOINT COMMITTEE 


| this time, | 


“Tax changes sl ould be utilized for I 1 L te at 


purposes of economic stimulation only hould lke to I that we are 
when economic conditions are suffi following closely the material whicl 
ciently adverse to warrant it,” said is being developed in the hearings ot 
Mr. Robert B. Anderson, Secretary the House Committee on Ways and 


of the Treasury, before the Joint Means and our staff is currently re- 


Economic Committee. viewing the hearings with the staffs 
; oint Committees 
He appeared before the committe: Jom ETE 
| 
; Sv “on 
to discuss three questions: (1) é will 
proper division of labe r between 
policy and monetary policy I “We have recently reaffirmed the 


tain recommendations for re recommendation oft Budget Mes 
tax policy and (3) means of ence at age for a continuation of the existing 
ment of investment orporation income tax rates and the 
4 - excises on liquor, tobacco and auto 

With reference to the first question, ; u : . : 


} mobiles for another year The 
he said 


about $3 billion in revenue involved 


wel ra) of ion sho | | 
Phe power t taxation should al We have also recommended that 


Ways first be critically examined as an H. ] 8381 


' , 
to make certain tech 


mstru nt te provide 1 nue for tl } t 
nstrume to | vide revenue I evisions and eliminate 
overn t upon the most , ] 

government uy the most equitable nded benefits and 


basis possibl ‘| ax ¢ 


anges should be 
utilized for purposes of economi 
stimulation only when economic cor 


suthciently adverse to wa! 


heretofore stated that I can 
here tax re 


conceive Of situations w 
ductions might appropriately be 
in order I 
gment thi 

of tl 
action now. We continu 

that growth in our economic system 
will reassert itself. We continue to be 
concerned that we should avoid if 


possible adding to our already bur 


1e economy does no 


densome debt during periods of 


production However, we must c 


tinue to examine developments as 
they progre fro month to mont and expansiol 


+} 


with a willingness to use this or other itihization 


methods of stimulation if conditions 


should require them 
for consumption 
theretore, that any 
tax policy should give we 


reterence to t! the levelopment 


second question concerning recom the stimul: 1 of effective de 


mendations for general or structur: mand 


‘The latest ruling to date by the Service therefrom an amount equivalent to the quarters 
is that a United States Public Health Service and subsistence allowance he would have re- 
officer on leave without pay, and detailed to a ceived had he remained on the federal payroll 
state that pays him only a salary, cannot deduct (Rev. Rul. 57-536, I. R. B. 1957-46, p. 9.) 
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By L. WILLIAM SEIDMAN 
Grand Rapids, Michigan CPA 


m\ 


\ DIVIDEND 3 usuall lehned as a 
profit to be divided distributed, 


vhich it a happy event 


and 
ct general sounds like 
double tax on 
distributed as divi- 


unexpected, untimely and uninvited 


However, because oO} the 


when 


corporate pronts 
dends, the 


dividend often “declared for” stockholders in 
! 


corporation by the Commissione: 


] Revenue has 


a cle Ser 


given the term a 
ation usually associated with leprosy, 
the pli ous Asiatic flu 

olders ota closely 


For sharel held corpo 


ration, the unplanned dividend is one of the 
traps. A list of 
dividend situations in which the stockholder 
may find himself “blessed” with a dividend 
“declared” by the Commissionet 


transtet 


tax law’s worst possible 


would 
from a closed 
Some of 


cover nearly every 
poration to its shareholders 

on dividend situations are 
utlined belo oO give the potential victim 
spots The 
which the 
expects no 


a reminder oi possible trouble 


list is limited to situations in 
when he 
mere disallowances ol 


corporation, 


stockholder is taxed 


tax and excludes 
deductions to the such as ex- 
cessive salaries, where the shareholder em- 
ployee expected to pay a tax anyway 


The possibility of a dividend as a result 
share 
detail, 


has been proceed- 


of a corporate buy-out of one of its 


holders will be examined in more 


since the Commissioner 
ing with renewed vigor and success in that 


field 


Possible Unexpected Dividend Situations 


Thin-corporation loans. — Repayment of 
the loans can give rise to a dividend, where 


the loans are held to be actually an equity 


investment because of the disproportionate 
1R. M. Gunn, CCH Dec. 21,369, 25 T 424 
(1955), aff'd, 57-1 ustc { 9632, 244 F. (2d) 408 
? Gooding Amusement Company, Inc., CCH 
Dec. 20,681, 23 TC 408 (1954), aff'd, 56-2 ust 
§ 9808, 236 F. (2d) 195; Estate of Herbert B 
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The Unexpected, 


loans to 
is usually 


ratio of such equity While this 
thought of in terms of 
the disallowance of the interest deduction 
to the corporation and the treatment ol! 


such dividend to the 


problem 


interest as a share 
holder, the more serious tax consequences 
develop upon repayment, when the share 
holder unexpectedly finds that 
considered to be a_ tax-neutral 
ment becomes a 
of stock, 
dividend.” 


what ln 
loan pay 
tax-disastrous redemption 
“substantially equivalent to a 
defi 
ciency accompanying such a determination, 
it is usually wise not to repay any question 
able loan until the Internal Revenue Service 
has passed on the deduction of the interest 
payable on that “loan.” 


Because of the possible size of any 


This is especially pertinent in view of the 
continuing success of the Commissioner in 


“debt” 


where the 


turning into equity, even in Cases 


ratio oft debt to 
standards, 


corporation's 
fe yrmer 
debt 


was not “thin” by 
and the 


equity 
formality of was observed 
Loans to a stock 
held corporation 
have long been suspect as being really dis- 


Any 


shareholade rT, Wi cl 


Loans to shareholders. 
holder from his closely 
tributions taxable as dividends. loan 
by a corporation to a 
treated with full 
paid within a 
to be a dividend in disguise.” However, it 
should be noted that this treatment of a 
loan as a dividend may work to the share 
holder’s advantage in cases where the loans 
have long been outstanding. Thus, if the 
loan was in fact a dividend when made, any 
tax on that dividend income would long 


have statute of 
limitations 


formality and re 


time, 


Is not 


reasonable may prove 


since been barred by the 


21,196, 24 TC 923 (1955); 
Corporation, CCH Dec 


Miller, CCH Dec 
Ryan Contracting 
21,889(M), 15 TCM 999 

>William C. Baird, CCH Dec 
387 (1955). 


21,363, 25 TC 
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Untimely and Uninvited Dividend 


Taxpayers are herein reminded of possible trouble spots in this 
not-uncommon type of dividend situation, since the Commissioner has been 


proceeding with renewed vigor and success in this area. 


Among possible 


unexpected dividend situations which Mr. Seidman discusses are 
thin-corporation loans, travel and entertainment expenses, and corporate buy-outs. 


Bargain purchase and excessive sales 
price.—A bargain purchase of property by 
a stockholder 
give rise to a 
by the 


trom his corporation may 


1 


possible dividend, measured 


difference fair market 
The sale ot 
stockholders at book 
value is frequently made without realization 


that a dividend danger exists 


between the 
value and the purchase price.* 


corporate assets to 


Going the other way, the sale of property 


by a shareholder to his corporation for 
more than fair market value will It in 


resu 


the excess being treated as a dividend. 


\s a matter of tax planning, it 
that any transfer of 
than cash, between 
its shareholders may 
dend problem becaus 


may 
property, oth 
corporation and 
to the divi- 


dithculty of 


said 
a close 
give ris¢ 

ot the 
proot of fair market value. Only where the 
fair market value is clearly 
an active market or 


provable be 
cause Ol recent sale ot 


the property involved, such transfers 


be undertaken 


can 


without a twinge of the tax 


conscience as to possible dividend liability 


Travel and 
Chis area, long regarded by 
as one with 


entertainment expenses. 
some taxpayers 
season and no limit, 


is now under special scrutiny by the “game 


no closed 


warden.” 


lhe Commissioner has ordered his agents 


to bear down on travel and entertainment 


* Stanley V. Waldheim, CCH Dec. 21,532, 25 
TC 839 (1956), aff'd, 57-1 uste { 9663, 244 F 
(2d) 1; BElizabeth Susan (Betty Sue) Strake 
Trust, CCH Dec. 13,196, 1 TC 1131 (1943) 


Unexpected Dividend 


expenses and, ificantly, he has 


lirected that any disallowed portion is to be 


stockholder re 
expenditure.* The 


taxed as a dividend to the 


ceiving the benefit of the 
economic-benefit theory, that is, that any 
benefit given by a corporation to its share 

to be applied full 


holders is a dividend, is 


1 


the murky field of 


} ] 
and similar expenses 


blast in entertainment 


) stockhok 


familte Ss on pur 


(3) attending 


(06) maintaining 


mobiles for use by s 


(7) maintaining cor 
lences and vacation lod 
(8) unsubstantiated 


tertainment 


+ ] : | ‘ 
at some recen aecisions maicates 


. thi +1 


t backing this get-tough 


courts are 

Roger W. Pope, Dec. 21,581(M 15 
TCM 181, aff'd, 57-1 stc §— 9291. 239 F. (2d) 
881; Jacob M. Kaplan, CCH Dex 19.957, 21 TC 
134 (1953). 
* IR-Cire 


CCH 


57-85 (June 20, 1957) 





attitude For example, a minority stock- 
holder who took his wife with him, at com- 
pany expense, on a European buying trip 
received income to the extent of 50 per cent 
of the cost of the trip. This amount was 
disallowed as a deduction to the corporation 
because the wife’s presence served no busi- 
ness purpose of the company. In this case, 
the court failed to indicate whether the un 
wanted income was dividend 
additional compensation.’ 


income or 


Deductions taken in connection with de- 
constructing and racing speed boats 
were denied to the corporation where such 
activities were the personal hobby of its 
sole stockholder. The court found that such 
expenses were made “for his personal pleas- 


signing, 


ure or to gratify his personal or civic pride 
in the accomplishments of these racing 
” It held that the payments made 
by the corporation constituted taxable divi- 
dends to the stockholder.* 

The of creating and maintaining a 
horticulture showplace on the farm of the 
stockholder and chief executive 
officer of the corporation was not an ordi- 


be ats 


cost 


dominant 


nary and necessary business expense of the 
corporation. The corporation provided some 
that the officer entertained cus- 
tomers at his farm, but the evidence was 
indefinite as to the time and the number of 
customers and involved. The 
officer also used the farm as his home and 
entertained relatives and friends there. The 
court concluded that the corporation failed 
to prove the 


evidence 


occasions 


necessity of the 
merely by showing that, occasionally, busi- 


expenses 


ness associates or potential customers were 
entertained at the farm. The amount of 
the farm expense paid by the corporation 
was held to be dividend income to this off 
cel stockholder 4 


Insurance premiums for the benefit of 
shareholders. — Considerable publicity has 
been given to a recent decision in which 
Court held that life insurance 
paid by the corporate owner of 
the insurance were a dividend to the in- 
sured shareholder.” In this instance, the 
Tax Court held that the cost of insurance 
a corporation for the purpose of 
deterred program 
for its 98 per cent owner was a dividend, 
on the theory that the policy was actually 


the lax 


premiums 


carried by 


funding a compensation 


t Alex Silverman, CCH Dec. 22,543, 28 TC 
No. 121 (1957) 

*’ American Properties, Inc. 
28 TC —, No. 127 (1957 
* Louis Greenspon, 
138, aff'd, 56-1 ust 

(CA-8) 


, CCH Dec. 22,549, 
CCH Dec. 
{ 9249, 


20,629, 23 TC 
229 F. (2d) 947 
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for the “economic benefit” of the share- 


holder. 

The Second Circuit reversed the Tax 
Court, primarily on the grounds that the 
Tax Court did not observe the distinction 
between the corporation and its sharehold 
and the fact that no vested interest 
rested in the shareholder since the insurance 
subject to the 
creditors.” 


ers, 


was claims of corporate 


While the decision was reversed, it never 
theless serves as a warning that the Tax 
Court is alert for economic benefits 
given a shareholder by his corporation on 
which it can set a value. 


any 


Corporate buy-outs resulting in dividends. 
—Traditionally, buy-and-sell agreements be 
tween a corporation and its shareholders 
are conventional methods of extracting cot 
porate earnings at capital gain rates unde 
proper circumstances. As long as the sell 
out of the withdrawing shareholder 
complete or substantially disproportionate, 
there was thought to be little danger of a 
dividend situation. Recent developments, 
however, require the previous conclusion to 
be re-examined. 


was 


The possibility of a dividend to the selling 
shareholder where buy-out agreement is funded 
by insurance.—Some courts have shown a 
desire to tax to the individual shareholdet 
as a dividend, premiums on insurance paid 


by a corporate owner for the purpose of 
funding buy-and-sell agreements with its 
Setting aside factual ques 
tions involved in the cases, the general atti- 
tude of the court has been that the insurance 
was carried for the benefit of the individual 
shareholders rather than for the benefit of 
the corporation. As the corporation was 
merely a conduit for holding such insurance 
for the shareholde r, the economic benefit to 
the shareholder, represented by payment of 
the premium, should be taxed as a dividend 

The Tax Court this effect 
was recently reversed by the First Circuit, 
on the that the corporate entity 
must be respected. 


shareholders.’ 


de cision to 


ground 


In an ordinary buy-and-sell agreement 
funded by insurance, where the corporation 
owns the policy with absolute rights, the 


reversal appears sound. 


” Oreste Casale, CCH Dec. 21,921, 26 TC 1020 
(1956). 

"Casale vv. 
(CA-2). 

2 Henry E. Prunier, CCH Dec. 22,327, 28 TC 


Commissioner, 57-2 ustc { 9920 


19 (1957), rev'd, 57-2 ustc { 10,015; 
Fox, 57-1 ustc {§ 9661, 57-2 usté 
Supp. 942 (DC Utah). 
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In these situations, nothing is actually 
received by the shareholder until payment 
is made to his estate upon his death after 
collection of the insurance. At such time, 
the payment is clearly in exchange for 
stock, which is specifically covered as to 


dividend aspects by the Code.” 


Under 


shareh« ide I 


these treat the 
actual owner of the in 


surance, his estate should receive the insur- 


decisi ns, W hich 


as the 


oceeds income tax free and without 
giving u shareholdings. But, in fact, it 
is clear that the must turn in its 
stock to the corporation under the buy 
sell agreement to the insurance 


ance pt! 


estate 
-and- 
receive 
This clearly points up the fact 
that the corporation’s payment of premiums 
is not an unfettered economic benefit to be 
taxed paid, since the shareholde: 
must give up equivalent value in 


pre ceeds. 


when 
stock in 


order to receive it. 


Until the 
ut agreements might be improved by elimi 
Certainly, 
tied 
insurance aré 
circumstances 


matter is clearly settled, buy 


nating any reference to insurance 


buy-out agreements which are into a 


trust arrangement for life 


undesirable under present 


Of course, the formalities of corporate 


ownership must be strictly observed. 


treated as a dividend t 


) 
shareholders 


Corporate buy-out 


the remaining Recent cases in 


this field point to the possibilities of trouble 


Even though the pos 
tagging 


ahead for 
sibility of 


taxpayers 
government success in 
the remaining shareholders with a dividend, 
in the amount of made to buy 
out a 


size of the tax 


payments 


shareholder, may not be great, th 


disaster created in such 
situation arg it requires 
study on the part of the tax iset 


As V no i a recent article ay 


his statemer 


decision 
e trend. Ih 
wanted t 
the family 


1 


Because they 

3 1954 Sec. 303 

% Mannheimer and Friedman Stock-Retire 
ment Agreements—The Prunier and 
Cases," 35 TAXES 567 (August, 1957). 

% On the other hand, it is clear that a pay- 
ment by a corporation to relieve a stockholder 
of his obligation to purchase another share- 
holder’s stock results in a dividend to the pur 


Sanders 


Unexpected Dividend 


were unable financially to handle the matte 
personally, it was agreed that the corpora- 
tion would purchase the stock. 


held: 


The court 


“The arrangements had the same effect as 
though the sole stockholders had withdraw 
funds from Paramount for their own use 
and benefit,” and accordingly, “constituted 
taxable divide n Is received r 


yuld be 


a 


constructively 


noted that in this case there 
greement between the share 
o the I How- 

mplicating fact 


influenced the 


vurchase of stock. 


ever, there were several cé 


questions 


decision. 


whic may have 


Joseph R. Holsey,™ a 
situation involved 
However, in this case, the purchaser, Holsey, 


mm the second shareholder’s 


In another cas b 


somewhat similar was 


involved was an auto- 
the automobile manu 

t the fact that 
a corporation 
handling order to 
eliminate the undesirable shareholder, it was 
decided that it be ht out. Holsey trans 
j his option second sharehold 
promptly 
and bought the 


1 
court held: 


company 


happy 


second shareholder was 


another automobile. In 


k to the corporation, which 
exercised the o second 


P ’ 1 
iider’s ne 


» payment ntended to secure and 


Ire ror petitioner cactly what it 
always intended |} hould get if he 
ly, all 
Clearly 


the paymet name 


ock in J. R. 
the net effect 
a, 


these 
at the 
saction Was a divi 


1 It treats 


remaining shareholder 
} | remaining 


t ck, de 
amount 
nd then 


share 


is rel I 1 the 


is unde 


rtaken by 
ireholder’s benefit 


Ider.” 


chaser. (Rev. Rul. 57-353, B 
10, discussed later herein.) 

1% CCH Dec. 22,358, 28 TC 314 
July 26, 1957 (CA-6) 
CCH Dec, 22,522, 28 TC , No. 107 (1957) 

‘8 Paramount-Richards Theatres, Inc. v. Com 


46-1 wustc £9170, 153 F. (2d) 602 


1957-31, p 
(1957), 


app., 


missioner, 


(CA-5) 
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from which the corporation relieved them 
They had no personal obligation which the 
corporation discharged, but merely a desire 
to become sole shareholders of the corpora- 
tion, which, the court holds, the corporation 
them. This act for the 
primary benefit of a shareholder resulted in 


accomplished for 


the tax 


In the Holsey case, the court admits that 
this theory cannot stand if it can be said 
that the corporation made a purchase pri 
marily to accomplish corporate ends. If the 
corporation is acting for its own interest, 
the fact that the shareholder received inci 
dental benefit was thought to be immaterial. 


e court disposed of the suggested cor 
pur] [| the transaction in the 
Holsey case, that is, the removal of a share- 
I with the desire of the 
manufacturer, as requiring “no 
act to remedy the situation. The 
iggestions’ of the manufacturer’s repre 
obviously that petitioner 
remedy the situation by securing all of the 
his he did with the help of 
rporate] payment out of earnings of 
an entity had 
not violated any policy of the manufacturer 


rate purpose ol 


holder in accordance 


automobile 


sentatives were 
stock 

| the Cc 
$80,000. The corporation as 
It was not a corporate purpose to see to it 


that it have but one stockholder.’ 


Many decisions have discussed the corpo 
purpose of a corporation’s buying its 


The justifiable business pur 


rate 
own stock.” 
pose involved also affects possible penalties 
under 531, to be later 
H wever, the import of the decisions here 
that the court will take a ver) 
hard look at the reasons for the corporate 
if it is primarily to aid the 
remaining shareholders’ objectives, will ap 
dividend treatment on the 

benefit to the l 


Section discussed 


involved is 
buy-out and, 


grounds 


shareholder 


mous Emeloid™ decision held that 
rying of insurance for the purpose of 
rate buy-out 
management was a sound business 
Unless the Tax Court is willing to 
is harmony-of-management 


in order to insure hat 


pru 


in all cases, it would appear that tax 
will 


have great 
buy-out 
on the grounds that the corporation alone, 
and not the 


1% The current decisions involve years subject 
to the 1939 Code. It remains to be seen whether 
the courts will be influenced by the fact that 
the 1954 Code contains specific conditions under 
which corporate buy-outs will be given capital 
gain treatment The difficulty is that Congress 
approached the problem from the standpoint 
of the retiring shareholder, while the Commis- 
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shareholders, achieves the sub 
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This article is based ona 

speech presented by Mr. Seidman at 
the Fourth Annual Institute 

on Taxation of the Texas Society 
of Certified Public Accountants, 
which was held at the University of 
Houston last fall. The proceedings 
of the institute are being published 
by The Journal of Taxation, 

147 East 50th Street, New York 22, 
New York, and will be offered 

for sale at $4.95 per copy. 


stantial benefit. In many instances where a 
single family is involved, such harmony may 
not be affected by the corporate buy-out or 
lack of it. The numerous corporate buy-out 
agreements which are so clearly tied in to a 
need for cash to pay estate taxes may make 
it difficult to prove purpose. | 
may be that the specific approval of such 
purchases from the selling shareholders’ 
view will also be applied to the remaining 
shareholders in the 
situation.” 


corporate 


estate tax redemptior 


It should be pointed out that in the 
Holsey case, the Tax Court specifically de 
clined to follow the decision of the Eight! 
Circuit in Tucker v. Commissioner” which 
under somewhat similar circumstances had 
held that no dividend involved, This 
points out that the Tax Court has examined 
its position and apparently intends to go 
forward with its treatment of corporate 
buy-outs as dividends to remaining share 
holders in the future. 


was 


possible 


That this attitude 
new drive by the 
may 


recently 


reflect a 
Revenue 
be suspected from Rey. Rul. 57 
publis! ed While the 
involved a purchase from shareholder A by 
two remaining 


may 
Internal Service 
-353 
facts here 


B and C, wi 
the purchased stock being subsequently re 


shareholders, 


acquired by the corporation, the ruling end 
with the 


“While 


as a redemption of 


somewhat ambiguous statement 


the transaction described is viewed 
stock from B and C, it 


would, nevertheless, be a dividend to them 
if it viewed direct pur 
chase by the corporation from A [the sell 


the effect of 


were instead as a 


ing stockholdet | since such a 
sioner’s present attack is against the remaining 
shareholders 1954 Code Secs. 302 and 3038 
See article cited at footnote 14 

2% Emeloid Company, Inc v. Commissioner 
51-1 ustce © 66,013, 189 F. (2d) 230 (CA-3) 

' 1954 Code Sec. 303. 

* 55-2 ustc | 9700, 226 F 

I, R. B. 1957-31, p. 10 


TAXES —The Tax Magazine 


(2d) 177 





purchase would be the assumption of B’ 
and C’s liabilities to 4 by the corporatior 
Such an assumption of the liabilities o 
stockholder is a distribution to them unde: 
section 301 of the Code.” 


lt is difficult to understand how 
shareholders would have any 
purchase of » stock from A 
directly by the corporation to 
and A had initiated the transactio 
Perhaps the demise of the 
Public Seri and Court Hold 


iles in the fi of the sale 


assets brought about by the 


eimcarnation 
redemption area, th I hat things art 
| they seem and that, in these cases, 
older actually made the I 
an the corporation. In 
Court’s statement that 
was a dividend is correct 
clear that the “net effect’ 


a dividend if tl 


remaining 
lertaken the transac 
would rest I 
obtained 
price. But 
at the taxpayer 1 
set up his transactions in such a manner 
roduce the maximum revenue for 


ry Department 


developments 


¢ prese 
it the 
it would 


Wpact mve 


rland Public Ser ‘ompany 5 fin } 
stc " 9129, 338 U. S. 451; Court Holding Com payer's neck, the 
pany vw. Commissioner 45-1 ust § 9215 324 to the ultimate burden 
VU. S. 31 1954 Code made no 
Bullen v. Wisconsin, 240 U. S. 6: buy-out cases where needs of 
Pelton Steel Casting Company to be considered disproven by the 
22.344, 28 TC 153 (1957). app.. July 5 957 cash for the buy-out, the burden 


ixpayer 
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Judicial Review of Procedures 


What recourse under the law does a taxpayer have 

if his civil rights are violated by an administrative agency such as the 
Internal Revenue Service? Even though such occurrences are rare, 
Congress has provided the Administrative Procedure Act, which is intended 
to insure fairness in administrative agency procedure. 


| T has ‘often been observed in the account- 
il that the proper admin- 
justice is not so much the result 

declarations of and 
the product of 
provided by 
this 


he expec riences of 


ng profession 
istration of 
rights 
the 
our 
principle, 
centuries 
for individual rights, that Con- 
Administrative Procedure 
1946, Ch, 324, 60 
intended to insure fairness 
Never- 
isolated 
the 


few 


en- 
remedies law. 


recognition ot 


gress enacted the 
Act (Act ol June 11, 


Stat. 237), a code 
in administrative agency procedure 
except for one or two 


failed to 


the less, 


I +} } 


cases, the act as excite 


interest of tax lawyers; even today, 
know of its existence, not to speak of its 
their 
specialized field, too, the guarantee of pro- 


the 


obvious potentiality to provide in 


cedural regularity which is reason for 


its enactment 

Although the inherent possibilities of the 
detailed 
touched 


C 
act undoubtedly justify a more 


study, only a single facet can be 
upon here 


lhe choice, here has been en- 
result of 


the that 
chore in the lawyer's life 


up with the latest decisions 


tirely accidental, never- 


keeping 


ceasing 


uld > to 
ad- 
bureau 


Entirely prejudiced as it wi 
assume that the federal 
ministered by a _ tyrannical 


intent on violating the rights 


tax laws are 
and 
cratic agency 

1See, for instance, U. S. v. Smith, 50-1 usr 
¢ 9205, 87 F. Supp. 293 (DC Conn., 1949), in 
which the right to advice of counsel by reason 
of Sec. 6 of the act was extended to an inter- 
rogation by special agents. 

2 Sec. 10, Act of March 2, 
475 

3 “Sec 


RESTRAIN 


1867, 14 Stat, 471 
PROHIBITION OF SUITS TO 
ASSESSMENT OR COLLECTION 

“‘(a) Tax.—Except as provided in sections 
6212(a) and (c), and 6213(a), no suit for the 
purpose of restraining the assessment or collec- 
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of taxpayers, it would no less be pure 
naiveté to be lulled into an assurance that 
the Internal Revenue Service, different from 
any other government agency, Can never be 
guilty of an abuse of administrative author- 
ity. Indeed, even though such occurrences 
have proved to be comparatively rare, each 
practitioner in field will 
the some time during his 
professional the 

the redress of an injury of that 


What will he find? 


the certainly en- 
need, at 


lite . 20 


counter 
research possible 
avenues tor 


nature. 


\t the outset, he 
1867, in the 
the 


been 


will discover that since 
context of tax controversies, 
remedy of an injunction 
withdrawn.* That withdrawal of au 
the judiciary 

enacted in Section 7421 of 
Code of 1954.° The for a 
remedy has, there tore, been dammed 
the statutory forms of 
action, with the inevitable consequence that 


historic has 


from Was again re 
the Internal 
search 


thority 


Revenue 
needed 
into channels of 
lawyers have repeatedly, though vainly, at 
tempted to raise the question of administra- 
within the 
the United 


lax Court 


framework of the 
States Tax Court. 


tive fairness 
petition to 


has recently reiterated 
that it has no 
review “the propriety of the 
policy and procedure 

[the Commissioner] employed prior to mak 


such determinations.”* Thus, unless 


But the 
its long-standing 
authority to 


position 
administrative 
ing 
tion of shall be 
court.”’ 

Also Kimmel v. Tomlinson, 57-2 { 9931 
(DC Fla.), for a succinct criticism of the reason 
for such injunction 

* Charles Crowther, CCH Dec. 22,595, 28 TC 

, No. 153. It is to be noted that all precedents 
cited in the opinion are decisions which ante- 
date the Administrative Procedure Act. Also. 
Henry P. Canclini, CCH Dec. 22,795(M), 16 
TCM 1127 (1957). 


any tax maintained in any 


UST\ 
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Court or reversed 
he effect of the deci- 
any and all possibility 
of judicial Tax Court of 
Internal Revenue Service procedures 


abandoned by the Tax 
by an appellate court, 
foreclose 


slo! 


1 is to 
review by the 


importance of this decision cannot 


-d except as against the perspec- 


Tax Court’s position in the 
vy scheme for the review of the deci- 
I Commissioner Statistically 


cases tried in other 
ficant. Fur- 
clearly discernible 
(with apparent 

suppor y the into the 
Court gift and 
inheritance tax litigation which practitioners, 
now, are able to divert into the district 
From a practical f vi 


insigni 


courts) to force 


lax most of the income, 


point of view, 

he fairness of 
secured 
Tax 
d seem to be no way open 


Internal Rev- 


in the 
btain dicial review of 


Service procedures 


that this 


appreciates its effect, 


More dis 


consequence, 


disturbing 


judiciary 


assume 


spol lity in the review 


procedures.” That recognition by 


was the motivation for the enactment 


the Administrative Procedure Act," a statut 


terms, uniformly regulates 


of all federal administra 


>See Rogers v. U , 57-2 ustc § 9944 (DC 
N. Y.) 

®* See Universal Camera Corporation 1 
19 LABOR CASES { 66,191, 340 U. S. 474 


75 USC Secs. 1001 and following (1946) 


NLRB 


Judicial Review 


the Internal Revenue Service 


that a court, 
engaged in the judicial review of any agency 


Cherefore, logic demands 


action, must also look for its possible man- 


his 


obvious wish of 


date within the language of the act 
is particularly so since the 
rule cannot 
possibly be given any effect unless the pro- 
visions of the act are 


Congress to provide a uniform 


superimposed upon 
all enabling acts and upon all existing rules 
of law, statutory or otherwise.” It must, 
therefore, also follow that it is completely 
erroneous to exclude the Administrative 
Procedure Act from a consideration of the 
ing powers or duti facourt. In- 
surprised to 

ires In some 

proves to be 


rity. 


there 


apparent con language 
a particular stat , Which would seem to 
preclude concept 
tT agency rey \ ourt, <¢ 1s provided 
\dministr: > F : 
concept of judicial review will prevail. Thus 
in B» v. Tom We Shung, 352 U. S 
180 (1956), a unanimous Court held that 
the finality clause in Section 236(c) of the 
Nationality Act of 1952 
did not preclude an action for a declaratory 
judgment authorized by the 
\dministrative Act. 

Mr. Justice 


by the rocedure Act, the 


whe 


Immigration 


Was 


Procedure 


in Pedreiro, 
licial review ‘would 
12 the Admin- 
349 U. S., at 51 
Admini 


“Furthermore, as w nted out 


Strative 
not lightly to be pre 
Bonds, 349 U. S. 302, 

by clear lan- 


made 


ptior rom t 
Procedu Act are 1 


sumed’, Marcello v 
310 (1955), and uw 
uage Or supersedu he expanded mode 
of review gran h: Act cannot be 


modified.” 


that 
Act is the 


meclusion is inevitable 


Just as the c 
the Administrative Procedure 

* The all-inclusive nature of the intended ap- 
plication can easily be discerned in Sec. 12 
See, also, Universal Camera Corporation 1 
NLRB, cited at footnote 7 
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final authority on the question of judicial 
review of agency action, it must also follow 
that Section 10 of the act, subtitled “Judicial 
Review,” is completely paramount in all 
matters relative to such review and with 
respect to which it speaks. If, then, we 
find that Section 10 of the act commands 
that Internal Revenue Service procedures 
be reviewed, the absence of a correlated 
specific provision in the Internal Revenue 
Code cannot be material; the ultimate au- 
thority on that question is the Administra- 
tive Procedure Act and not the Code. 

In relation to the Internal Revenue Serv- 
what is the mandate of the act? At 
the threshold, we find that Section 10 is 
wholly inapplicable when “(1) statutes pre- 
clude judicial review or (2) agency action 
is by law committed to agency discretion.” 
3ut these initial barriers are clearly incon- 
sequential because, although there are rare 
instances of discretion wholly vested in the 
Commissioner,’ final determinations of defi- 
ciencies are, to the contrary, expressly made 
reviewable by Section 6213(a)” of the 1954 


Code.” 


ice, 


If, then, there is no initial barrier to the 
applicability of Section 10, what agency 
the statute make reviewable? 
It is hard to conceive of a more inclusive 
command than that found in the first two 
sentences of subdivision (c): 


“Sec. 10. 


action does 


“(c) Reviewable acts—Every agency ac- 
tion made reviewable by statute and every 
final agency action for which there is no 
other adequate remedy in any court shall 
be subject to judicial review. Any prelim- 
inary, procedural, or intermediate agency 
action or ruling not directly reviewable shall 
be subject to review upon the review of the 
final agency action.” 


The second sentence apparently serves to 
restate the previously prevailing rule that 


only final actions reviewable; 
interlocutory decisions must await the final 
determination. But the very statement of 
a proper time for review can have no other 
logical connotation than to indicate, beyond 
any question, the existence of an earlier ac- 
cepted premise to the effect that the matter 
is indeed reviewable. Unless that were so, 
there would be no need to establish a time 
for the inquiry. 


agency are 


Having thus determined that procedural 
matters are very much part of the action to 
be reviewed, it is possible to proceed to the 
consideration of the effect of subdivision (b) 

“Sec. 10. 


“(b) Form and venue of action—The form 
of proceeding for judicial review shall be 
any special statutory review proceeding rele 
vant to the subject matter in any court 
specified by statute or, in the absence or 
inadequacy thereof, any applicable form of 
legal action (including actions for declara- 
tory judgments or writs of prohibitory or 
mandatory injunction or habeas corpus) in 
any court of competent jurisdiction.” 


It becomes immediately apparent that the 
first alternative is controlling. It is 
that the subdivision contemplates the utili 
zation of that particular special statutory 
proceeding for review which has been pre 
viously provided by statute; it is only when 
none is available that there is resort to the 
alternative. With 
the road is clearly indicated 
has provided a special review 
proceeding, the petition to, and the trial 
in, the Tax Court. 


clear 


second respect to de 
ficiencies, 


Congress 


The interplay of subdivisions (b) and (c) 
is such that there can be no doubt that 
Congress intended that the tribunal which 
has the special statutory function of review 
ing agency action shall also widen its review 
to include procedural matters, interlocutory 
in character, which could not be appealed 





*A matter probably entirely within the dis- 


cretion of the Commissioner would seem to be 
that of the necessity for a jeopardy assessment 
But, even in this, some reservations by reason 
solely, of the Administrative Procedure Act can 
be entertained 

% ‘Sec. 6213 
TO DEFICIENCIES; 
COURT. 

‘‘(a) Time for Filing Petition and Restriction 
on Assessment.—Within 90 days, or 150 days if 
the notice is addressed to a person outside the 
States of the Union and the District of Colum- 
bia, after the notice of deficiency authorized in 
section 6212 is mailed (not counting Saturday, 
Sunday, or a legal holiday in the District of 
Columbia as the last day), the taxpayer may 
file a petition with the Tax Court for a re- 
determination of the deficiency.’’ 
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“It is interesting to note, however, that 
although the Internal Revenue Code provides 
an affirmative support for the pertinency of 
Sec. 10, such affirmative basis is not essential 
All that Sec. 10 seems to require is that there 
be no statutory preclusion of review. In this 
connection it is also important to remember 
that in the past, courts have frequently relied 
on the doctrine of implied preclusion: but the 
question of whether Sec. 10 applies only in the 
circumstances of actual preclusion, rather than 
implied preclusion, is not relevant here since 
there is, in this instance, an affirmative pro- 
vision for the review of tax determinations. In 
any event, the entire question of preclusion 
must be reconsidered in the light of Brownell 
v. Tom We Shung, cited above, in which it is 
possible to find overtones of a complete break 
with the doctrine itself. 
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prior to final agency action. But if there 
are any doubts about this, they cannot per- 
sist in the face of the plain language found 
in subdivision (e): “It [The reviewing 
court] shall (B) hold unlawful and 
set aside agency action, findings, and con- 
clusions found to be (4) without ob- 
servance of procedure required by law.” 


Thus, Section 10 unfolds a pattern which 
is completely integrated. Not only has 
Congress commanded in subdivisions (b) 
and (c) that procedural matters be con- 
sidered during the special review proceed- 
ing provided for by statute for the review 
of final agency action, but the reviewing 
court is unmistakably directed, in subdivi- 
sion (e), to set aside action, findings and 
conclusions which were reached in violation 
of procedure required by law. A clearer 
command to courts to enforce due process 
could not be expressed. 


But there remains an ambiguity—the us¢ 
of the term “reviewing court” in subdivision 
(e) which focuses attention upon the am- 
bivalent nature of the Tax Court. Is it a 
court or merely an administrative agency? 
If it is not a court, a question may possibly 
that the Tax Court is not to be 
included among the tribunals to which the 
mandate of the act is directed 


be raised 


It is indeed possible to find decisions 
appellate courts holding that the Tax Court 
is a court and also holding, to the contrary, 
that it is not a court. The Supreme Court, 
unfortunately, has not found it expedient to 
decide that question.’ 
is not of the nature of the Tax 
Court. Rather, the question here is whether 
the language of the Administrative Proce 
dure Act is such that the Tax Court, too, 
intended to be included within the 
classification there established. Our inquiry 
is not to determine the nature of a court; 
it is to give effect to the purpose of the act. 
Even if it should, otherwise, be 


But the inquiry here 
essential 


Was 


clear that 
the Tax Court is not truly a court, would it 
not be necessary to grant it the prerogatives 
of a court or to treat it as a de facto court 
if only for the purposes of the Administr: 
tive Procedure Act, if that were necessary 
to give effect to the clear wish of Congress 
as it was expressed in the act? 

Moreover, 


position in a theoretical tabulation of au 
thority and importance of courts is entirely 


an analysis of the Tax Court's 


2 Lasky vw. Commissioner, 57-1 ust« 
352 U. S. 1027. 
3 Gulledge v. Commissioner, 57-2 ust: 


(CA-4) 


q 9482, 


€ 10,031 


Judicial Review 


irrelevant Che Administrative Procedure 
Act is not, for the purposes of Section 10, 
involved in a process of such classification. 
It is vitally interested in certain functions 
and for the purpose of expressly laying down 
rules for the exercise of those functions. 
The statute is completely absorbed with the 
adjective “reviewing,” and treats the noun 
“court” simply as a handy term for identifi- 
cation. There could easily have been sub- 
stituted “tribunal,” and no violence to the 
meaning of the statute would have resulted. 
To the contrary, however, a strict interpre- 
tation of the term “court” is but the in 
definition without 
regard to intended meaning. 


sistence on dictionary 


Although the Tax Court is a tribunal of 
limited authority, one would be hard pressed 
to distinguish its powers and procedures, 
within its limited area of jurisdiction, from 
those, in comparable controversies, of othe 
tribunals unquestionably courts. Its pro 
ceedings are judicial in nature; its delibera 
tions are in no way different from the de- 
liberations of other courts; 
ire as unchallengeable as t 


its conclusions 

hose of the dis 
And its business is to review 
administrative 
In short, it meets completely the 
specifications of the tribunal positively iden- 
tified by Section 10. There is neither need 
nor reason to exclude it 


trict courts.” 
the determinations of an 


agency. 


Moreover, this conclusion has definite sup 
port in two very pertinent documents 


(1) The Senate reports on the Adminis- 
trative Procedure Act (at page 214%), in 
explanation of Section 10(e)(B)(6), contain, 


inter alia, the following significant language 


adjudications such as 
not made upon an ad 
hearing and contests 
involve a trial of the facts in the Tax 
Court or in the United States district courts.” 


thus, where 
tax assessments are 
ministrative record, 


may 


No clearer indication of the Congressional 
intent to include the Tax Court in the cate 
gory of reviewing courts is possible 
(2) It was also the Atte 


that 


rney General's 
written opinion * 


“Section 2 


Tax Court, Court of 
the Court of 


“Courts include the 


Customs and Patent Appeals, 
Claims, and similar court 


indeed 
real legal right to 


In these circumstances, it is clear 


that there exists a very 


4 The House reports, at page 279, are identical 
in language 

% Appendix to Attorney General's Statement 
Regarding Revised Committee Print of October 
5, 1945 
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Tax Court, upon the judicial 
review Internal Revenue Service pro- 
cedures. That the remedy has not been 
heretofore obtained is, entirely, the respon- 
sibility of the bar. Statutes are not self- 
enforceable and the degree to which they 
are enforced is completely in proportion to 
the efforts of the bar to insure enforcement. 


insist, in the 
of 


3ut the real point of the matter is not 
simply whether the Tax Court should 
should not review procedural issues. That 
question is but a single facet of a greater 
problem—perhaps even the least important. 

It must be realized that consti- 
tutes but a substantive division of law gov- 
erning, in the yo the determination of the 
amount of and the 
powers to collect them. It is only vaguely 


or 


“taxes” 


taxes Commissioner’s 


involved in, and often totally oblivious to, 
the collateral problems of preservation of 
the those taxed. 


civil rights of 


STATE-LOCAL DEBT PASSES $50 


State and local government debt 
amounted to approximately $52.5 bil- 
lion on June 30, 1957, according to a 
survey of the Bureau of the Census. 
This is $4.5 billion more than in 1956 
and represents an 
$36.6 billion 1946, state 
and local government totaled 
less-than $16 billion. 


increase of about 
when 
debt 


since 


All except $2.1 billion of state and 
local government debt is of the long- 
term variety. If present redemption 
schedules are followed, slightly more 
than half of the total long-term in- 
debtedness of $50.4 billion will be re- 
paid by 1970. The amount of such 
debt that is scheduled to 
mature annually until that time ranges 
from $2.5 billion in 1958 downward 
gradually to $1.8 billion in 1969 


long-term 


The 48 state governments owe $13.5 
billion in long-term debt, of which 
nearly $6 billion is scheduled for re- 
tirement before 1970. Local govern 
ments owe about $40 billion in bonded 
debt, of which half falls within 
the next ten years. 

Of the $44.9 billion 
debt for which the 


due 


of long-term 


purpose of issue 


% The Administrative Procedure Act was com- 
pared to the Bill of Rights. See Administrative 
Procedure Act, Legislative History, at p. 298. 
Mr. Justice Douglas: “It is not without 
significance that most of the provisions of the 
Bill of Rights are procedural. It is procedure 
that spells much of the difference between rule 
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The dangers to these civil rights are the 
very same dangers which confront the public 
in every instance of government by admin 
istrative agency. To the same degree, the 
safety of those taxed depends, too, on a “bill 
* But since any such statement 
of a “bill of rights” is basically procedural 
in character,” the scholarly study of these 
administrative procedures has largely tended 
to become concentrated in branches of prac 
tice other than that of taxes. 


of rights.” 


Therein, it would seem, lies the difficulty. 
Specialization in taxes or in any other 
branch of the law does not demand the 
sedulous avoidance of involvement with 
jurisprudence in general. Due consideration 
must be given to the overlapping of the 
divisions, separately marked out 
venience. 


for 
Indeed, taxes, administrative law 
and constitutional law intertwine inextricably 
in every tax controversy. The 
titioner must act accordingly. 


con 


tax prac- 


[The End] 


BILLION MARK 


be ascertained, practically 
third—$14 billion of outstanding debt 

was issued to finance educational 
facilities. Most of this represents local 
government indebtedness for public 
schools ($12.3 billion), but the states 
also report $1.7 billion of obligations 
for educational purposes. 


can One 


1 
2 
4 


The next largest component of out 
standing long-term debt 
for street and highway purposes- 
altogether $10.7 billion, nearly half of 
which represents state government obli 
gations for the financing of toll facilities 


was issued 


There is considerable difference be 
tween the states and the local govern- 
ments in the debt-ranking of particular 
functions. More than half of all state 
indebtedness is high 
with and 
and 


5 per 


long-term 
way 


tor 
education 
ranking next 
accounting, respectively, for 12 
cent and 9.5 per cent of the total 
Of all government debt, how 
ever, education accounts for one third, 
and local utilities for more than one 
fifth, with highways next but repre- 
senting than tenth of the 
local government 


by law and rule by whim or caprice. Steadfast 
adherence to strict procedural safeguards is our 
main assurance that there will be equal justice 
under law.’’ Concurring opinion, Joint Anti- 
Fascist Refugee Committee v. McGrath, 341 
U. S. 123, 179 (1951) 


puryp ses, 


veterans’ bonuses 


local 


less one 


total. 
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Business Expense Deduction— 


The Cohan Rule 


res Internal Revenue Service is ex- 
pected to concentrate a considerable 
amount of attention on the expense account 
area when it examines the individual tax 
returns for 1957. Thus, it seems appropriate 
to discuss the rule of “indulgence” estab- 
lished in the Cohan case. (George M. Cohan 
v. Commissioner, 2 USTC 7 489, 39 F. (2d) 
540 (CA-2, 1930).) Although the rule has 
been helpful to many taxpayers claiming 
business expense deductions, it has also left 
many taxpayers unsatisfied. 

\ brief summary of the now-famous case 
follows: The Board of Tax Appeals had 
refused to allow any part of a claim for a 
deduction of business expenses on the basis 
that it “impossible” to ascertain how 
much the taxpayer had spent 
showed that he had made some estimates 
The Second Circuit reversed the Board, 
holding: “Absolute certainty in such matters 


Was 


The evidence 


is usually impossible and is not necessary.’ 
It declared that “the Board should make as 
close an approximation as it can, 
heavily if it upon the taxpayer 
vhose inexactitude is of his own making.” 
he rule laid down by the Second Circuit 
was not subjected to an appeal. 


bearing 


chooses 


The Cohan rule was originally applicable 
only to and entertainment ex- 
It still applies to such deductible 
items as well as to other business expenses 


traveling 


penses 


In the absence of satisfactory evidence as 
to claimed deductions, the 
determined in many 
proximate reduced amount allowable 
for example, Lucten I. Yeomans, CCH Dec 
14,774, 5 TC 870, and Albert Nelson, CCH 
Dec. 15,084, 6 TC 764 Where the 
Commissioner himself has estimated tl 
that the taxpayer should be en- 
titled to deduct, the Tax Court has sustained 
his estimate in the absence of ; 
support of a greater deduction I 
example, Paul Mode, CCH Dec. 18,784(M), 
11 TCM 140, and John O. Reynolds, CCH 
Dec. 20,008(M), 12 TCM 1346.) 


The principles of the C 
been applied to such items as 
(Emily Marx, CCH Dec. 17,408, 13 


Cohan Rule 


expense 


courts 
have cases <% ap- 


(See, 


(acq.).) 
ic 
amount 


proof in 


(See, I 


yhan case have 
sales tax 


CC 1099 


(acq.) ), contributions (Luther D. McDonald, 
CCH Dec. 16,765(M), 7 TCM 994), losses 
(Clarence E. Stewart, CCH Dec. 19,847(M), 
12 TCM 921), purchase price of a deceased 
partner’s interest (McKelvey v 
57-2 USTC {9880 
reduction of 
by the Commissioner because 
of adequate records (A. D Viller, CCH 
Dec. 18,088(M), 10 TCM 33, and Rogers v 
Commissioner, 57-2 ustc § 9969). 

The best 
taxpayer to 


Commis- 
(CA-3)), and 
reconstructed 


of the lack 


sioner, 


even in income 


procedure, of course, for the 
adequate recor of his 
| done, the 


expenses. If this 
Cohan rule-would become antiquated. 


keep 


business were 


How- 


ever, there are no clearly rules 


relating to adequate records 


The Internal Revenue Ser 


lished only a few revenue rulin; 


supplemental to the administr 


regula- 


| 
court decisions. 


and 


tions 


tions and establis! certain 
helpful Revenue 
54-195, 5 "B 47, 48-49, 


that close ap 


basic guide s th: ay r€ 
Ruling states 
ms not fully 
supported by 

‘throug! 
sources of intormation evi- 


dence.” Thus, car esti- 


mated on the 
] 


permissible in regard t 


expenses an 


basis of mileage \ pproxima- 


tions are meals, 


lodging, tips, taxi and similar expenses 


Rey. Rul. 54-497, 1954-2 CB 75, 76-77, 
was noted: 


‘To ‘substantiate’ his expenses, a taxpayer 


» secure, retain, and produce 
} 


t’s 
it 


] } 
meal and or < 1 nig 


matter 


necessary 


rvice allows 


keeping or iden ndit t ror ich 


expenses adequate wever, 


should be maintained day by day and should 
h } 


e kept in sufficient detail to determine the 
taxpayer's correct tax liability.” 
1957 much 


rnal 


In the latter 





ice’s announcement of a revised method for 
stricter entorcement govern- 
ing expense deductions. The Serv- 
ice subsequently withdrew this enforcement 
policy on the basis that its retroactive nature 
The Commis- 

will not be 


reporting, and 


account 


created too great a burden 

sione! “Taxpayers 
required to answer line 6(a) of the 1957 
individual income tax return Form 1040, 
and, thus, employees will treat travel, reim- 
bursed expenses, etc., for 1957 as they have 
It was further stated: ‘This 
the long-standing 
Service has been 


declared: 


in the past.” 
decision does not change 
rules which the Revenue 
following with respect to substantiation of 
deductions when a return is audited.” He 
added that all taxpayers should keep ade- 
quat¢ records for 1958 
In regard to entertainment expenses, it is 
probable that a currently maintained diary 
showing the date, amount, nature of enter- 
the persons entertained and their 
relation to the minimum 
acceptable record. Unfortunately, many tax- 
payers tend to rely on estimates, checks 
identification as to 
statements, etc., in their at- 
prove that a substantial amount 
entertainment and, therefore, 
deduction should be 
Cohan rule. However, 
agent thinks that the rule is 
applicable, he undoubtedly will be trying 
to allow as little as possible. 


tainment, 


business is the 


drawn to cash without 


purpose, club 
tempt to 
Was spent tor 
that most of the 
allowed under the 
even if the 


An important decision was rendered in 
Frieda Hempel, CCH Dec. 19,273(M), 11 
TCM 1070 (1952). The court distinguished 
the Cohan case from the Hempel case by 
in the former the Commissioner 
allowed nothing for claimed expenses, while 
in the latter he did allow a portion of the 
claimed (some 67 per cent). 
Since the taxpayer failed to prove that the 
allowed insufficient to 
expenses, the Commissioner’s 
finding aflirmed. Thus, the 
sioner can place the burden of proof upon 
the taxpayer by allowing any portion of a 


noting that 


deductions 


amount was cover 
her business 


was Commis- 


claimed deduction. 


\ recent case has thrown significant light 
on the Cohan rule. The facts of the case 
(Wilhams v. U. S., 57-2 USTC 9 9759, 245 
F. (2d) 559 (CA-5)) are as follows: 


The taxpayer’s highly successful engineering 
construction company (formerly a partner- 
ship) was incorporated. The board of di- 
rectors fixed the taxpayer’s salary at $42,000 
per year and, in keeping with the previous 
practice while the business was still 
a partnership, allowed him $6,000 per year 
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as an expense allowance. Admittedly, this 
was not a tax avoidance device, but was simply 
intended to eliminate detailed accounting. 


The taxpayer made no effort to establish 
how much of the $6,000 he spent or to 
identify any of it with respect to any par- 
ticular entertainment. All he stated was 
that he was certain that he spent $6,000 or 
more in paying for food, liquor and travel 
in the entertainment of When 
his entertainment deduction was denied, the 
taxpayer brought a suit for a refund. 

Che court did not reject as un- 
trustworthy, suspicious or morally doubtful 
the taxpayer’s statements that he spent 
$6,000 or more on entertainment. 
the court held that in a suit for a refund, 
the burden is on the taxpayer to show that 
the tax was wrongfully collected, and that 
carries a burden of showing with some sub 
stantiality how much entertainment expense 
was actually paid or incurred. The refund 
was denied. 

The Fifth Circuit affirmed the 
The court noted that the trier of the facts 
might have considerable latitude in making 
estimates of amounts probably spent in the 
light of accepted practice among law-abiding 
businessmen, considering the nature and 
kind of records which might reasonably be 
kept for such expenditures (the Cohan rule). 
However, it said that there is no require- 
ment that such latitude be employed. A 
court may not be compelled to guess or 
estimate. It may not be compelled to esti- 
mate though the estimate, if 
might have been affirmed. 

The concluded: “For the basic 
requirement is that there be sufficient evi- 
dence to satisfy the trier that at least the 
amount allowed in the estimate was in fact 
spent or incurred for the stated purpose. 
Until the trier has that assurance from the 
record, relief to the taxpayer would be 
unguided largesse.” It was decided that the 
evidence did not offer the lower court the 
assurance mentioned above. 


customers. 


lower 


Howey er, 


decision. 


even made, 


court 


It can be seen from the above that the 
Cohan rule will not always bring a result 
which is satisfactory to the taxpayer. The 
rule will permit some taxpayers to receive 
deductions that were not possible prior to 
the Cohan case. However, as pointed out 


previously, the tendency will be to permit a 
deduction substantially less than that claimed 


by the taxpayer. The only “safe” course 
tor the taxpayer is to strive for that which 
may at times seem to be too much bother 
or unobtainable—adequate records. 


[The End] 
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The Metamorphosis 


of the General Principles 


in Federal Income Taxation 
By MARCEL KLARMANN, CPA, New York City 


Sometimes in the consideration of the tax law we become so engrossed 
in the meaning and application of obscure technicalities 

that the ‘big pictufe"’ is lost to us. Perhaps one of the most 
fascinating facets of the history of our country is the development 

of our fiscal policies. The author of this article explores 

this subject briefly, noting changes in the law that have come about 
since the passage of the original income tax law in 1913. 


HE 


stands at 


Code of 1954 
development 


Internal Revenue 


T 
the end 


which lasted over 40 years. 


Whatever attitude be 
this law,’ it certainly is a monumental work. 
It is well possible that future generations 
will look at it we look at the big past 
achievements the law, like the Roman, 
the the Anglo-Saxon com- 
mon law. 


of a 


one’s may toward 


as 
of 


Canonic and 


To really understand it, there seems no 
better way than that recommended by Ran- 
dolph Paul. In his Taxation in the United 
States, he “Tf the American elec- 
torate is to become acquainted with its tax 
to to 


unwise in fiscal policy, 


States 


and if it is learn distinguish 


the 


system 
the 
I know of no better place to begin than a 
of the of taxation and fiscal 
policies from its beginning in the colonial 
days.” And, “History is a valuable ally of 
logic and political judgment at many points 
of controversy in tax law and fiscal policy.” 
In this book and in his previous one, Taxra- 
tion for Prosperity, Randolph Paul has given 


wise trom 


study history 


American income, es- 
gitt We of the 
the development and the changes of 


us such a history of 


tate and taxation. learn 


origin, 


1See minority report of the House Ways and 
Means Committee on the 1954 bill. 
Randolph E. Paul, Taxation in 
States (Little, Brown & Company, 
767-768 
' Randolph E. Paul, 
(The Bobbs-Merrill Company, 


the United 
1954), pp. 


Taxation for Prosperity 
1947) 


General Principles in Taxation 


general tax principles 


ielps to understand an 


study not only 
» apply the current 


Satisnes 


yrovisions of the tax law, it also 
' 


our theoretical intere in an institution 


which has a tremendous impact on 
ife of each of us, and it teaches th 


of 
manner 


legal philosophy something 
which a 


orn and developed 


in new s 


ystem 


change of tax 
modern yme 
1954 compilation, which 
student of income 


But it is not only the prin 
ciples from the “first 


1913 to 


interest t 


inc tax” 





aw of! 


is of the tax 


tax practitioner. 
Many of the basic principles have not changed 


ation as well as to the 
The requirement that a gain, to be taxable, 
must be severed fri the 
terms of the c real- 


persevered ner UV 


ym capital or, in 
uurt decisions, must be 


ized, trom the / 
Vac y the present day 
With few exceptions, the breakdown of the 


has 


hor j ‘ 
moer adecision to 


continuous flow of income and expenses into 
yearly periods has 
though the 
may be distorted thereby.‘ 


all 


corporation incom 


remained the rule, even 
result of particular transactions 
Notwithstandi 
“double taxation,” the 
tax and the incom 
upon dividends of the 


upheld. Of less general 


attacks 


against 


stockholders | ave 


re 


importance, 


‘1 ustc | 

> Roswell Magill, 
ald Press Company, 1945), Pt. I 

®* Burnet v. Sanford & Brooks Company, 2 ust 
© 636, 282 U. S. 359 (1931) 


32, 252 U. S. 189 (1920). 


Taxable Income (The Ron- 





not less significant, is the unchanging prin- 
ciple that the products of a farm consumed 
by the farmer and his family are not income, 
just as the rental value of a private residence 
is not regarded as income." 


Nevertheless, the whole structure of fed- 
eral income taxation, old or new, has been 
subject to a development which has trans- 
formed—in a more essential and more subtle 
way than the change of one or more tax 
provisions may indicate—the character and 
the function of all income tax principles 


CHANGE OF TECHNIQUE 


General Clauses 


Roswell that the rev- 
enue law has progressed from the 16 pages 
of the 1913 act to the 504 pages of the 1939 
Code. Since 


wre ssed to 


Magill * mentions 


then the law has further pro- 
the 929 pages of the 1954 Code. 
Che old law could be so short only because 
it made use of Although 
the more 


clauses 
become 


general 
modern acts have and 
de tailed, 
to a large extent. Such terms are “ordinary 
and ss “reasonable” al 
salaries (Section 162), an ac 

method which “clearly” 
(Section 446), amounts “properly” 
as of a certain period (Section 
“proper” taxable year for taking 
(Section 461), amounts “prop 
paid or credited by an estate or trust 
(Sec 


more they still use general clauses 


necessary expenses, 
lowance for 
counting reflects 
income 
accounted for 
451 ), the 
a deduction 
erly” 

Section 661), “adequate compensation” 


675). While 


expressed in 


tion such general clauses are 
terms which are familiar to the 
rdinary businessman or professional man, 
an be understood and judged only 

rts, for example, a redemption 
a corporation shall be treated as 
a capital transaction only if the redemption 
not “essentially equivalent to a dividend” 


(Section 
All 


a trame 


others « 
by 


of stock by 


tax expe 


1s 
302) 


more than 

which fact may 

Chey essentially 
intended as such and designed 
filled in by the tax practice and by 

decisions. They have the great 
flexible. New cases 
need for new provi- 
Old decisions can be modified under 
But general clauses 
the law uncertain and its 
unpredictable. The desire for 
ot the reasons for which 
general clauses have been replaced or aug- 


neepts furnish not 


ese ¢ 


into a certain or 


nav not fit are gaps ol 


he tax law 
to be 

judicial ad 
vantage of being 


be 


s1ons 


can 
decided without a 


changed circumstances 
also tend to make 
application 
certainty 1 


Se. 4 


ne 


‘Homer P. Morris, CCH Dec, 3325, 9 BTA 


127: 


5’ Work 
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cited at footnote 5, at p. 281 
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mented by an ever-increasing number of 
specific concepts. Other for this 
development have been to close loopholes of 
the law, to alleviate hardships and to grant 
taxpayers. 


reasons 


special privileges to groups of 


Legal Concepts 


Under our system of law, income is not 
realized through natural the 
growth and the harvesting of crops or the 
reaping of the output of natural resources, 
but through legal events—the ex 
change of goods, the work for others, the 
loan of funds and the renting of property 
to others, and the investment in the business 
of others. Thus, legal facts are the main 
material employed by the tax law to de- 
scribe taxable gross income and allowable 
deductions. 


events, 


as 


sale or 


Ordinarily, the tax lawyer will find the 
legal facts which lead to income and deduc- 
tions expressed in the legal terms used by 
the parties themselves. He will be shown 
bills for goods sold for per- 
formed, contracts of all kinds, minutes of 
meetings of boards of directors, payrolls, 
books of But the parties do not 
always apply the correct terms to the un 
derlying legal facts. Wrong labels are used, 
often by mistake, intentionally, 
the purpose of obtaining tax or other ad 
lo obtain a deduction, dividends 
paid may be shown as interest payments or 
salaries. Salaries may called 
sions to avoid the withholding for income 


or services 


accounts. 


otten 1o! 
Vantages. 
be 


commis 


Bad investments 
the 


and social security taxes. 


described as loans for 
obtaining a bad 


a loss deduction, 


are purpose ot 
debt deduction ot 
which may be more dif 
ficult to prove and result in a capital loss 
Replacements are called repairs; personal 
expenses described 


instead 


are 
nected with a trade or business 


as expenses con 


When the tax lawyer rejects a label used 
by the parties and employs another legal 
qualification, he proceeds according to the 
acknowledged definitions and principles of 
the general law from which the tax law has 
adopted its legal terms. The questions 
to whether a person is married, whether a 


as 


descendant is a legitimate child, ownership, 
estates and trusts, corporations and part 
nerships, are answered according to state 
law.” But more and more the tax law de- 
parts from the definitions as well as from 
the principles of the general law. A 
examples may show the trend 


few 


*See Randolph E. Paul, ‘Local 
Property,”’ Selected Studies in 
tion (2d Series, 1938). 
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Rules of 
Federal Taxa- 





Che New York State law” defines as a 
dividend any distribution of corporate in- 
come which does not impair the capital of 
It has been held that un- 
appreciation in fixed 
be taken into consideration in determining 
whether there exists a surplus out of which 
dividends can be paid. The 
profits out of which dividends under the 
paid may include n 
but do not include unrealized prof 
its." There are more significant departures 
of the tax law from acknowledged legal 

Such are the Clifford rule, now 
Sections 671-678 of the 1954 


and the rules dealing with the assign- 


the corporation. 


realized assets may 


earnings and 
tax law are mntaxabl 


income 


principles 
embodied in 
Code, 
ment of income. 


grantor of 
a trust, his power to control the beneficial 
enjoyment of the trust, to deal with the 
trust for less than adequate consideration, 
or to from the trust without 
quate interest or security do not 
the trustee of the 
and the income of the 
his right against the 
against any third person. But under the tax 
law the : “ 


A reversionary interest of the 


ade- 
deprive 


borrow 
right to the ownership 
trust 


wrantor as 


He can assert 


well as 


grantor is “treated as the owner 
of the trust property, if any of these condi 
tions prevail.” A person who makes a valid 
gift of interest ; 
earned person has 
definitely given up his right to the interest 
But the tax law treats him 


coupons or of claims for 


commission to another 
or commission. 


as if he is still receiving the income.’ 


Increasing Number 
of Specific Tax Concepts 


and 
first 


Custom duties, excise taxes taxes 
historically the 
of federal revenue,” were tied to relatively 
simple facts or events. The new basis of 
taxation, income, was a composite of many 
Thus, the 


had to introduce, from the 


on property, 


sources 


actual, legal and economic facts 
income tax law 
start, its own new concepts of gross income, 
The 


of pure tax concepts increased considerably. 


deductions and net income.” number 


%” New York Stock Corporation Law, Sec. 58 
Randall v. Bailey, 1940 N. Y. S. (2d) 173 

1 1954 Code Sec. 312(f) 

12 1954 Code Secs. 671-677. 

3 Helvering v. Horst, 40-2 ust 
U. S. 112; Helvering v. Eubank, 40-2 ust 
311 U. S. 122 

4 Surrey and Warren, Federal Income 
tion, Ch. 1 

% Income Tax Act of 1913, Secs 

16 1954 Code Secs. 151-152 

17 1954 Code Secs. 302, 318, 544 


{ 9787, 311 


{| 9788 
Taza- 


IIB, IIG 
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\ specific tax language was developed which 


grew from tax law to tax law. The exist- 


ence of “dependents” gives rise to exemp- 


tions; “constructive ownership” of stocks 
is made equivalent to actual ownership; ™ 
“constructive” receipts by a cash-basis tax- 
receipts; the 


tractor 


isidered actual 


important 


payer are cor 


“basis” of property is an 
sale or 


losses,” 


for determining gain or loss on a 


exchange; and 
1 1 
ash sales ot oO yf 


gains 
securities” ™ and 


to spe 


concepts 


“involuntary 5” * give rise 


cial tax treat n Many Spe cific 


of the tax law are part of the corporate tax 
_~ oe 


” 24 


structure. We id “reorganizations,’ 


“controlled corpora 


“collapsibl corporation ”*® and 


tion 306 stock,” tions, 
“personal 
holding compant 

An important and in ting development 
was the po 1 n 101 between the 
“publicly publicly held 
netion did 
iough the 


or closed corpo 
not become 
purposes and the functions of the two 
porate types 
difference may 
discussed problen 
of corporate 

tion and ther 
stockholders 
the masters 


Chey 


publicly 
their 


the corpot 


Invest 


how much of previous 


earnings is to be her legally 
nor economically is the income or loss of 
a publicly held cory 


the income or loss « 


identical with 


yf its stockholders 


Growing Influence of Accounting Concepts 


h 


[Taxes which are measured by a single 


tact, as are sales taxes, gross receipts taxes 
Birban A Lavery, CCH Dec 
1283: Hyland v 
175 F. (2d) 422 
”% Secs, 1011-1016, 1033-1034 S82, 302, 307. 334 
372, 705 mam FR 
‘ode Ch 
‘ode Sec 
‘ode Sec 


‘ode Sec. 368 


14,882, 5 TC 


19-2 ustc 1 9341 


Commissioner, 


‘ode Secs. 351 
¢. 341 

Code Ch. 1, Subch. G, Pts. II and ITI 
359 of the bill introducing the 1954 


‘ode Se 


Code 
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or property taxes, can be determined with- 
out the help of records. But net income is 
normally the result of a number of 
occurring within a certain period. The keep- 
ing of therefore, from the 
beginning, an essential tool for the compu- 
tation of the income tax. 


facts 


records was 


Chere is another explanation for the grow- 
ing influence of accounting concepts in the 
field of taxation. One of the first 
income tax laws, the Corporation Excise 
Tax of 1909, followed the popular concept 


income 


f income as being the excess of cash re- 
over cash disbursements. But the 
accounting theory had developed as one of 
its main objectives the matching of income 
and expenses in the setup of financial state- 
ments and in the method of keeping the 
books. All expenses which have helped to 
produce income should be shown as deduc- 
tions The period in 
which income and expenses were included was 
considered not less important than the amount 
and about 
such matching of income and expenses, the 
Es- 
timates, opinions and various theories were 
employed by the accountants. Under the 
accrual method, claims arising from the sale 


ceipts 


from such income 


of income expenses. To bring 


recording of figures was not sufficient. 


of goods or from the rendering of services 
are considered income, and for the case that 
the claims could not be collected in a later 
made of the bad 


for goods or services 


period, an estimate was 
debt; debts 


were expenses, 


incurred 
and one of the oldest meth- 
ods for postponing expenses to a succeeding 
period was the use of inventories with many 
methods of determining the amount so post- 
poned. Other accounting methods 
used, as the installment method, the com 
pleted contract method, the crop 
and combinations of these methods 


were 
method 


he tax law accepted the accounting con 


cepts, not only because the idea of matching 
income 
just 


want 


and expenses appeared to produce 
because it did not 
to disturb the accounting structures 


results, but also 
vhich furnished the data for the tax returns. 
The upon the ac- 
counting procedure of corporations and part- 
nerships goes so far that it demands a copy 
of the and of the final balance 
sheet and a reconciliation of the reported 
income or loss with the two balance sheets. 


reliance of the tax law 
beginning 


The 1954 Code was largely receptive to 
accounting concepts. It elaborated on meth- 

*8 Sec. 452, later repealed. 

** Sec. 462, later repealed 

” Sec. 461 

" Holland v. U. S., 54-2 ust 
121. 
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ods of depreciation which had been unusual 
up to then; it allowed the spreading ot 
prepaid income over several years,” the 
deduction of estimated future expenses,” 
and the proration of accrued 
taxes over the tax period.” 


real estate 

An interesting contribution of accounting 
principles to the technique of income taxa- 
tion has been the ; 
worth statements.” 


the Internal 
easier to establish 


increasing use of “net 
Like any other auditor, 
Service found it 
the assets and liabilities 
at the beginning and at the end of a period 
than the flow of income and expenses dur 
ing the period. Even where no records are 
kept by the taxpayer, 
amounts owed at a fixed date can be proved 
by bank and broker statements, public rec- 
ords, stock books, 
and loan The Service is now 
making extensive use of net worth 
ments and the Supreme Court has approved 
this method.” 


Revenue has 


assets owned and 


certificate partnership 
agreements, 


state- 


Extension of Marginal Facts 


When the privileged treatment of long- 
term capital gains was introduced by the 
Revenue Act of 1921,” the only facts to be 
considered were the character of the assets 
sold or exchanged and the holding period 
two facts constituted the marginal 
facts up to which the examination of a 
capital gain case had to extend. No cther 
fact had to be person who 
reported or examined the capital gain tax 
But as time went on, additional facts were 
taken into consideration. Not only the 
character of the asset and the holding pe 
riod, but also the persons selling and buying 
the asset Furthermore, 
while all kinds of 
capital other 
shares have to be examined now; t 
could be “Section 306 stock” or 
collapsible corporation.” 


This tendency to 
has still 
held of corporate reorganizations 


These 


viewed by the 


were scrutinized.* 


shares were originally 


assets, facts relative to the 
he shares 


stock in a 


extend the marginal 
more apparent in the 
The facts 
which make a corporate reorganization tax 
were stated in an exact and detailed 
manner It seemed that no requirement 
could be left out or added. But the decision 
of Gregory v. Helvering® took an important 
additional fact into consideration—the busi- 


facts been 


free 


ness purpose. The purpose of the parties 


* Sec. 206. 
3 1954 Code Sec. 1239 

* 1954 Code Sec. 341 

5 35-1 ustc § 9043, 293 U. S. 465 


TAXES —The Tax Magazine 





began to be examined in other tax 
situations, corporate acquisitions,* 


disposition of Section 306 stock,” reorgani- 


many 
such as 


accumula- 
distributions 


zations of foreign corporations,” 
tions of corporate 
among partners,” 


tions,” 


earnings, 
transfers to foreign corpora 
and transfers of 


corporate property 


Events following the taxable transaction 
were added to the facts taken under scru- 
tiny when the “net effect” of the taxpayer's 
being examined,” or when 
was set up that 
events were of consequence only when they 


activities Was 


the requirement some tax 
were followed by a continuation or a termi- 
nation of the business.” 

The extension of the marginal facts goes 
even farther when closed transactions, which 
may fall into a different taxable year, are 
forming a part of the 
terial to be decided upon. Such 
have specifically been dealt 
field of 
reorganizations and distributions.” 
and older example is the 
United States Supreme Court in the 
of Bowers v. Kerbaugh-Empire Company.“ 
Here a corporation had made a big gain 
on the and repayment of de- 
valuated currency But as the 
transaction tor 
had 


recognize any 


considered as ma- 
“step trans- 
actions” with 
in the organizations, 
Another 


decision o he 


corporate 


case 


borrowing 
German 


which the currency was 


borrowed resulted in a loss, the court 


did not taxable gain 


The main reason for the increasing num- 


ber of scrutinized in the 
1 


tacts 
examination of tax cases has. been to close 
loopholes and to avoid hardships. Various 
theories been put forward by the 


which are 


have 


courts and by the lreasury to jl 


this procedure. The most familiar 


are “substance I 
of the « 
separate 

This gradual extension 
facts may be compared with the 
lamp which spreads a cone of lig 
In the beginning 
the lamp is 


objects but sh 


activities of 
the law, in its abstract period, 
held close, it shows few 


a taxpayer. 


1 


them clearly The lamp is tl 


farther away to show more 


distinctly This procedure 


1 
less 


* 1954 Code Sec. 269 
7 1954 Code Sec. 306(b) (4) 
5 1954 Code Sec. 367 
’ 1954 Code Sec. 532 
*” 1954 Code Sec. 704 
*t 1954 Code Sec. 1492 
#2 1954 Code Sec. 1551 
43 Flanagan v. Helvering, 40-2 ustc § 9710, 116 
F. (2d) 937, dealing with 1939 Code Sec. 115(g) 
#4 1954 Code Secs. 355(b)(1)(A) and 346(b) (2) 
Regs. Sec. 1.1502-37 and -40. 
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1 object 
and too blurred to be of 
found; 


until the become too 
numerous 


value. 


any 
Then a new device had to be 


this new device was the use of figures. 


Road to Figures 
Che easiest W 
and to 


should be 


limnit 
11TT)1 


] 
qualities 


rity and 
minority rmed witl 
nine months may be far more valuable 


or pertorm- 


Neve! 


ntracts 


writing 


tax law fi mad 1 t nigures as 


a substitute for large extent 


The qualitte f “Ss s have been deter 
mined by figures in many respects: A tax- 
payer is old when he has attained 65 years; 
he is blind if his “centr 
does not exceed 20/200: * 
i to an exemption witl 


income must be 


‘Randolph Paul and Philip Zimet Step 
Transactions Selected Studies in Federal Taxa- 
tion (2d Series, 1938) 
stc 174, 271 U.S 
4 Code Sec. 151(c) 


Code See. 151(d) 


170 (1926) 


> 


Code Sec 


Code Sec. 368(c) 
Code Sec 


+ 
t 
} 

D4 Code Sex 
} 
i 
: 


Code Sec 





The meaning and the essence of a tax 
principle may be transformed even 
when the principle itself remains 
unchanged. This happens when the 
surrounding circumstances change 
basically, but the tax law persists 

in its old form. It may be said 

that the law of inertia is valid not 
only in the physical world but also 
with regard to social institutions. 


Partnership profits or capital.* A trust 
is disregarded under the Clifford rule for 
tax purposes if the grantor has a reversionary 
interest which 
ten 


will or may take effect within 
when the income of the 
trust is payable for two years to a charitable 
beneficiary.” 


years, except 


Certain favored transactions are defined and 
governed by figures. The use of the in- 
stallment method by others than dealers 
is restricted to where the receipts 
in the year of sale are less than 30 per cent 
of the sales price.” The 1954 Code disallows 
a corporation the net operating loss carry- 
over if the stock ownership of the ten 
principal owners changes by 50 percentage 
points or more.” A “substantially dispro- 
portionate” redemption of stock, which is 
one of the conditions for giving stock re- 
demptions a capital gain treatment, is recog- 
nized if a stockholder owns, after the 
redemption, than 80 per cent of his 
proportionate  stockholdings the 
redemption 


This into figures will 
certainly make it simpler to apply the law, 
eliminated and the outcome 
of most cases becomes predictable. If this 
mechanization of the continues, a day 
may function of our tax 
courts loses its importance 


sales 


less 
before 


increasing escape 


as doubts are 


law 


come when the 


A significant development in the use of 
figures manifests itself in another trend 
of the law. It is the increasing use of long 
periods of years as a proof for the activities, 
the behavior and the intentions of a taxpayer 
Redemptions of corporate stock enjoy the 
the 
is terminated; the law al- 


capital gain treatment when share- 


interest 


this 


holder’s 


lows treatment, even if a member of 


the family remains a shareholder, under the 


condition that the retiring shareholder does 
not acquire an interest in the corporation 
within ten years.” Partial liquidations are 
treated as capital gain transactions if the 
business of the corporation is contracted, 
and the remaining business as well as the 
closing business have been conducted for 
five years.” A spin-off is tax free if the 
business of the parent corporation as well as 
that of the subsidiary corporation has been 
conducted for five years.“ Gain or loss on 
the disposition of inventory items received 
by a partner in a distribution in kind is 
ordinary income if they are held by the partner 
for not more than five years.” 
subdivided for sale, may be subject to the 
capital gain provisions if the taxpayer has 
made no improvements and has held the 
property for five years, or if the taxpayer 
has made certain improvements and has 
held the property for ten years.” 


The 


Real estate, 


rationale of these provisions is the 
same as in the numerous where tax 
advantages were denied a trans- 
action had no “business purpose,” 
“sham” or a transaction “in form but not 
in substance.” But where a taxpayer has 
conducted the specific activities for a period 
of years or has stood by his economic de- 
cision for a long time—stated by the law in 
terms of years—the often-difficult question 
of truth or sham is solved in his favor. 


Like many mechanical the 
new five- and ten-year provisions have their 
drawbacks. One is the favoring of old and 
established businesses. A man or 


cases 
because 
was a 


provisions, 


a corpo- 
ration who has been in business only for 
three or four years is handicapped against 
established for a long time. 
Apart from this conservative tendency, an- 


businesses 


other rather appalling trend becomes visible: 
More and more, the American taxpayers are 
subject to a continuous examination by 
the already the agent ex- 
amines one year wants to be informed about 
the preceding and the following years; now 
with the five- and ten-year provisions, records 
for long periods will have to be kept and 
examined. From the cradle to the grave, 
from the forming of a corporation to its 
liquidation, the economic life of each and 
every individual or corporate taxpayer will 
be on file with the Treasury Department. 
It is no longer the abstract tax case but 
the taxpayer who is the subject of the tax 
law and of its organs 


Service; who 





61954 Code Sec. 706(b). 
55 1954 Code Sec. 673. 

8 1954 Code Sec. 453(b) (2). 
57 1954 Code Sec. 382. 

58 1954 Code Sec. 302(b) (2). 
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# 1954 Code Sec. 346(b). 
*1 1954 Code Sec. 355(b). 
* 1954 Code Sec. 735. 
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CHANGE OF PURPOSE 


Legal institutions are sometimes used for 
other purposes than those for which they 
have been created. A well-known example 
is the jury which, orginally, was a body of 
witnesses.™ 

The purposes of several income tax pro- 
visions have been changed basically. 


Capital Gains and Losses 


The Revenue Act of 1921 introduced for 
the first time the privileged treatment of 
capital gains by limiting the tax on property 
held for than two years to 12% pet 
cent. 


more 
Che protessed reason for this pro- 
that the gain on the 
property, which had gradually 


Vision was sale ot 
appreciated 
in value over a period of years, should not 
be taxed at 


in which the 


the graduated rates in the year 
sale was made.” The holding 
period which has been reduced to six months 
for long-term capital gains has no relation 
to this original purpose. 
the end of the six months may fall into two 
taxable years, but they may just as well 
occur within the same taxable year. In the 
latter case, the reduction of the tax cannot 


Che beginning and 


be justified by a gradual appreciation over 
a period of The purpose ol the 
capital gains tax is, in this case, the privi- 


years. 


leged treatment of sales or exchanges which 
are considered economically desirable. The 
change of the original purpose is still more 
apparent in those where the 
gains privilege is granted to 
actions than 
cutting of timber™ or the 


cases capital 


other trans 


like the 


receipt of certain 


sales or exchanges, 
payments under a pension or annuity plan.* 
Che long-term capital gain treatment is now 
accorded to some transactions without regard 


to any holding peri 


Percentage Depletion 

The history of percentage depletion pro 
interesting example of changing 
purposes. The Revenue Act of 1918 in- 
troduced for the depletion of oil and gas 
wells the discovery basis in lieu of the cost 


vides an 


70 


basis The discovery basis was the fair 
market value at the date of discovery. The 
Senate Finance Committee report™ stated 
that it would be unfair to tax a prospector, 
* John Douglas Brown, ‘‘Jury,’’ Encyclopedia 
Americana 

® Revenue Act of 1921, Sec. 206 

® Senate Finance Committee 


report and re- 


port of the Ways and Means Committee on the 


1921 tax bill (67th Cong., lst Sess.). 
* 1954 Code Sec. 631 


8 1954 Code Sec. 402(a) (2) 
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who “frequently spends many and 
much money in fruitless search” and then 
“locates a productive property and comes 
to settle,” at the maximum rate as if it were 
ordinary income. The conference committee 
report to the 1926 act™ stated that the ad- 
ministration of the discovery provision of 
the existing law in the case of oil and gas 
difficult. In the interest 
unty the Senate amend- 


years 


wells had been very 
of simplicity and cert 
ment recommended the percentage depletion 
of oil and gas wells at 30 per cent of gross 
with a 


The law effective 


rate of 27! 
pletion was si ant in 
as to the method of computation; 
as to its 
the full 
market value of the pri 
extended the percentage 

metal and sulphur." The 1954 
a long list of minerals and metals 


income became 


2 Che percentage de- 
two respects: first, 
S¢€ cond, 

after 
any fair 
1932 act 


depletion to coal 


unlimited application ever 


recovery ot the cost or 


perty The 
and mines 
act ® has 
to which percentage depletion can be ap- 
plied, like sand and 
gravel, of which it can hardly be said that 
vnuld be fi after “many years 


, 1 ” 
and much money 


among them some 


they ci und only 


in fruitless search. 


spent 


Thus, the original purpose of 
depletion, which was to give 
to the explorers of oil and 


changed to the purpose of granting tax 


percentage 
tair treatment 
gas wells, has 

} 
natural 


privileges to nearly all owners of 


resources. 


IMPACT OF MONETARY CHANGES 


essence of a tax 
when the 
This 


circumstances 


The meaning and the 
principle may be tran 
principle l mains uncl 


| appens 


rmed even 


anged. 


persists 
1, im such 
id not only 


h regard 


Clal instituti 


Che best-know1 surrounding 


‘ircumstances with regard to taxes is the 
inflation of the American currency 
1913. The taxable profit on the 

exchange of an the com- 
parison of its cost in dollars and of the 
realized 1 d rs, even if the pur- 
chasing power of the dollar at the time of 
the sale or exchange may be only a fraction 


since 


sale or 


amount 


1235 
of 1918, Secs 


*? 1954 Code Sec 
” Revenue Act 
(a)(9) 

1S. Rept. 617, 65th Cong 
72H. Rept. 356, 69th Cong., 1st Sess 
7’ Revenue Act of 1926, Sec 
™ Revenue Act of 1932, Sec 
> 1954 Code Sec. 613 


214(a)(10), 234 
3d Sess 


204 (¢)€2) 


144(b) (4) 





of the dollar at the time of purchase. A 
taxable profit often results only because 
different yardsticks are used for the two 


events which make up the tax basis. In such 
cases the capital gains tax may well be con- 
sidered a capital levy.“ The question is 
not whether the tax is justified or not under 
these circumstances; “ but there seems to be 
no doubt that the tax was meant for a 
realized increase in wealth and that a com- 
parison of inflated with noninflated dollars 
such an increase 


cannot measure 


‘he meaning of was 
keep a minimum of essential living costs, 
amounts d to maintain the individual 
and his family in health and efficiency, free 
from tax.” With today’s price level, an 
amount of $600 per certainly cannot 
maintain anyone in health and efficiency. 
the personal exemption has 
part of the 
of progressive taxation,” because 
the applied to the 
increases as the proportion of 
becomes than the 


| personal exemptions 
+ | 
LO F 


require 


year 


The function of 
changed: It has become a 
principle 
the 
total 
the taxed part 
exempt part of income. 


percentage ot tax 
income 


greater 


For the ordinary businessman who has no 
knowledge of accounting technique and ter- 
minology, it is ordinarily difficult to under- 
stand the handling of depreciation as it has 
been developed by the accounting profes- 
sion. He knows from experience that his 
building, his equipment and machinery lose 
their the 


time For him 


specifically 


value as goes on 
l with r 


loss oft 


value, 


much fro a 
fact that 
ions are made continuously 
who installs 
yroduce 


machinery, results not so 


physical deterioration as from the 


new invent and 


competitor modern 


can | faster and 


difference between 


more 
amount of the annual loss to 
today’s value 


machine and its value a year ago.” 

hinking of financial statements or 
turns, the unsophisticated business- 
to build 
sufficiently large to replace the old machine 
the 


his credit, he will not consider 


man will proceed up a cash fund 


when it becomes necessary;” with ex- 


pansion of 


*® Hearings Before the Subcommittee on Tax 
Policy of the Joint Committee on the Economic 
Report, December, 1955, p. 329 

** Professor Surrey, hearings cited at footnote 
76, at p. 330 

** United States Treasury 
Service No. 5580 (1947) 

”® Kalven and Blum, The Uneasy Case for Pro- 
gressive Taxation (The Law School, The Uni- 
versity of Chicago), Ch. 20 

”° Puget Sound Power & Light Company v. 
Public Utility District No. 1 of Whatcom 
County, 123 F. (2d) 286, 290. 
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Department, Press 


it necessary any more to keep a segregated 
fund; but in all the amount to be 
regarded as a loss or to be added to the 
fund is measured by the sum which will be 
necessary to buy a new and modern machine 


cases, 


The acounting theory, on the other side, 
proceeded from different basic concepts: 
the concept of and the concept of 
matching income with the expenses which 
help to produce the Apparently 
warned by the happenings which preceded 
the depression of the 1930's, the accounting 
profession has the principle of 
setting up assets at cost and not at market 
value.” In the 
cost is considered a prepaid expense to be 
distributed over the service life of the asset.” 
Under one of several methods, a portion of 
this prepaid expense is charged as current 


cost 


income. 


stressed 


the case of wasting assets, 


expense to the operations of each account- 
ing period. 

The tax law has accepted the accounting 
concept of depreciation; cost is the basis 
for the regular as well as for the accelerated 
depreciation under Sections 167, 168 and 
169 of the Code. 


So long as the value of the dollar remains 
stable, both approaches lead to the same 
result. But in times of inflation, it becomes 
evident that a depreciation allowance based 
on cost does not correspond to the loss of 
value measured in inflated dollars, and that 
the sum of the depreciation allowances is 
not sufficient to replace the worn-out asset. 
Thus, the taxpayer, during a inflation 
period, has not been able “to .naintain the 
capital intact” “ and has paid his income tax 
partly on gross income. 


Finally, for the greatest part of the pro 
ductively engaged population, inflation cre 
higher tax rates; 
of real income is taken by the government, 
though the 
changed. Because the tax brackets are 
up in fixed-dollar amounts, all those 
receive a higher money income, which may 


ates a larger proportion 


even legal rates remain un 


set 


who 


be the same or even lower than their pre 
income, are taxed on a 
their real income. 


vious real larger 


percentage of 
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5%! Dissenting report of the Ways and Means 
Committee to the 1934 act; Seidman’s Legisla- 
tive History of Federal Income Tax Laws 
1938-1861, p. 306. 

= The American Institute of Accountants, Ac- 
counting Research Bulletin No. 5 (1950). 

% Roy B. Kester, Principles of Accounting 
(4th Ed.), p. 560: Professor Paton, hearings 
cited at footnote 76, at p. 417. 

“Mr. Cummins in the Senate discussion on 
the depreciation provisions of the 1913 act: 
Seidman, work cited at footnote 81, at p. 998 
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CHANGING TYPES OF TAX BENEFITS 


From the beginning, the tax laws have 
accorded a preferred tax treatment to busi 
nesses, Which were deemed to be 
for the economic life of the 
tendency started 
insurance companies.” 
regulated investment companies,” public 
utility companies,” railroad 
Western Hemisphere Trade Corporations,” 
nonresident 


important 


Chis 
| 


country 
with the taxation of | 
It spread to banks,” 


ire 


companies, 


aliens or foreign corporations 


which run ships under a foreign flag or 
aircraft of foreign registry,” and others 


Another type of tax benefit was gr 
to certain transactions considered im 

for the development of the 
fear that the 


vented or impeded by the tax. One 


economy, 
transactions would be 
reasons for the privileged taxation of capital 
gams was that 
properties 


“many sales of farms, mineral 


capital assets have 


that 


and other 


been prevented by the fact gains and 


profits earned over a series of years are 
taxed as and the 
surtax advanced hereby.” 
Until 1921, the law treated property re- 
ceived in an exchange 


a lump sum amount of 


eXcessi\ ely 


generally as the 
amount of its 


ie 1921 act introduced 


equivalent of cash, up to the 
I 


fair market value. T 


the provision of tax-free exchanges because 


“no part of the present income tax law 


has ‘more seriously interfered with those 


business readjustments, which are pect 


under existing conditions.” ° 


arly necessary 


\ third series of tax benefits is based 


ms. The pov 


eceive a favored 


less ability 
“aay ] , 
earned 1 


1924 to 1943, an 


7 


LTeSSIVE 


] 


Le he 1ea 1S expressed in 


ot the \ avs 
1924 act:" “The tairness of taxing more 


1 


lightly the 


and Means Committee on the 


income received as 


compensation for services rendered 


from investments has long 


soundness of 


come 


recognized . The 


* Senate discussion on the 1926 act (67 Con- 
agressional Record) 

6 1954 Code Ch. 1, 

7 1954 Code Ch. 1, Subch. M 

8 1954 Code Secs. 1503, 247 

* 1954 Code Sec. 1503 

” 1954 Code Sec. 921 

" 1954 Code Secs. 872, 883 

* Report of the Senate Finance Committee on 
the 1921 act (67th Cong., 1st Sess., S. Rept. 375) 

* Report of the Ways and Means Committee 
on the 1921 act (67th Cong., Ist Sess., H. Rept 
350). 
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distinction is 


principle of ability to 


principle underlying t 


rt 


a | taxation 


TESSIVE 


heir extensive 
Kalven and Blum 
ly that 


y t 


taxation, 


almost unanimous some ex- 


emption keyed to at least a minimum sub- 
] 9? & 
I 


sistence standard of living is necessary 


However low t 
level is fixed by 


esults 


a 


progressive tax I h ‘ the level.” 
demand 


level 


Che progression 
for the exemption keyed 1 “to the 
,a decent 


irther 


of sheer physical survival,” “ 
living.” It 


demanded tl the “decent 


standard of 
when it 1s nt 
standard amounts to be 


saved tor 


income credit: “The taxpayer who receives 


salaries, wages and other 


earned income 
must each i 


year save and set aside a portion 
order to protect him in 


. ’ . hi ld 
case of sickness, IS Old 


of his income in 


age and in or 

provide for his family 

Che tax benefits ranted 

come groups resulti 9 

tax” have spread to 

roups where there can be no 
“minimum subsi 


standard of living 


* Sixty-eighth Cong., Ist 
* Work cited at footnote 
Work cited at footnote 
"Work cited at footnote F 

* Work cited at footnote 79, at p. 51 
* Report of the Senate Finance Committee on 
the 1942 act (77th C z 2d Sess S. Rept 
1631): Senator George in the Senate discussion 
on the 1951 act (9 Record) 
report of the Senate Committee on the 


1948 act (80th Cong 


‘ongressional 
rinance 
2d Sess.) 





revenue loss, to the almost complete exclu- 
the average taxpayer.” The bill 
“exhumes the trickle down theory of taxa- 
tion of Alexander Hamilton and, more re- 
cently, Andrew Mellon.” ™ 


Actually, the principles of tax benefits 
were dominated, in the 1954 legislation, by 
two goals, one economic and one military. 
The most frightening aspect of the depres- 
following the breakdown of 1929 was 
the general unemployment. The modern 
economic school of John Maynard Keynes™ 
and his followers found that investments 
—even wasteful investments™—are a rem- 
edy unemployment and economic 
the 1954 Code does not content 
to eliminate 


sion of 


sion 


against 
crisis. Thus, 
itself any restrictions of 
the flow economic activities, as had been 
attempted by the 1921 act. It sets itself the 
task to encourage investments and does so by 
two measures which have been particularly 
attacked by the mentioned minority report: 
the preferred treatment divi- 
dend and the liberalized depre- 


ciation provisions which not only double the 


more 


accorded to 


ncome ’ 


deduction for depreciation in the first years 
of a but also 
ments on the useful life of an asset between 
the Treasury Department and the taxpayer. 
It has been said that the accelerated amorti- 
zation of emergency facilities "* amounts to 
an “interest-free government loan for the 
period of tax deferences.”"" This would 
hold true for the accelerated depreciation 


104 


new asset, legalize agree- 


The second group of tax benefits granted 
in an increasing degree by the tax laws 
World War II and assembled in a 
special subchapter of the 1954 Code, favors 


the natural resources.” The 


since 


percentage de- 
h started with oil and gas prop- 
1926 and which included in 

to 1942, coal, metal and sul- 
phur mines, was extended by the 1942, 1943, 
1947 and 195] until it covered in the 
1954 act all minerals except soil and minerals 
One of the main 
favored tax treatment of 
indicated by 


pletion whi 
erties 
addition, pr 


acts 


gained from the sea or air. 
reasons for the 
minerals is military. This is 
the law which grants larger benefits to cer- 
tain minerals gained from deposits in the 
United States.” The country shall dispose 


of the necessary raw material without being 
dependent on the from foreign 
countries. Military considerations seem also 
to be largely the basis of some new provisions 
which encourage research and development 
expenses *” and inventors.™ 


import 


Ethical considerations have fared rather 
poorly in the 1954 Code. Notwithstanding 
the efforts of the minority, the 
exemptions have not been 
the benefits granted to retired 
to working mothers*” and to sick employees 
who receive wages under a wage-continua- 
tion plan,’ seem somewhat insignificant 
compared to the benefits accorded to in 
from 


personal 
and 


pers¢ ns,” 


increased, 


come investments and from natural 


resources 


The last word in the policy of tax ben- 
efits has certainly not been spoken. It is 
well possible that future legislation will take 
care of the consumer; some econo- 
mists have developed the theory that it is 
the consumer, not the investor, who should 
be favored in the interest of the entire eco- 
nomic system." It is also possible that a 
restraint will be put on the tax-free or 
tax-deferring status of reorganizations, 
which facilitate the concentration of eco- 
nomic power. 


more 


CHANGE OF RATES 


The history of the federal 
law is basically a history of rising rates. 


income tax 


This increase of rates has had a manifold 
influence on the general principles of taxa- 
tion and their application. The most visible 
influence is the growth of the law and of its 
complexity. With the growing tax burden, 
the attempts to save taxes increased, as 
well as the rules to foil attempts 
More and more loopholes had to be closed 
At the same time, hardships had to be 
avoided which were created by the 
which closed the loopholes. 


such 


rules 


Secondly, the increase of rates has been 
so great that the quantitative changes have 
—as in many other fields of human activity 


—become changes of quality. An income tax 


(Continued on page 224) 





12 Report of the Ways and Means Committee 
on the 1954 act, p. B-2. 

1 The General Theory of Employment, In- 
terest and Money (1935). 

12 Work cited at footnote 101, at p. 129. 

103 1954 Code Secs. 34, 116 

1% 1954 Code Sec. 167(b) and (c). 

108 1954 Code Sec. 167(d). 

106 1954 Code Sec. 168. 

7 Adams and Gray, Monopoly 
(The Macmillan Company, 1955). 
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10° 1954 Code Sec. 613. 

110 1954 Code Sec. 174. 

111954 Code Sec. 1235. 

12 1954 Code Sec. 37. 

113 1954 Code Sec. 214. 

4 1954 Code Sec. 105(4). 

"5 Papers submitted to the Subcommittee on 
Tax Policy, 1955, p. 217. 
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How to Tell Whether 
to Expense or Capitalize: 


Moving 


and Rearrangement Expense 


By SIDNEY B. PALLEY 


The author concludes that so long as a taxpayer does not 
increase the value of its premises, prolong their life or make 
them adaptable to a different use, the expenses 

will be deductible as ordinary and necessary business expenses. 


TMHE GENERAL RULE with regard to 
the treatment of the cost of 
trom 


moving 
t 


one city to another, from one plan 


1 plant to 
neither for 


from 
that 
installation nor 
ductible as « 
expenses.’ 


to another o1 one part of 


another is such costs are 
improvement, but 


ywrdinary and necessary business 


Che cost 
dismantling, 
assembling 
tion.” Moving does not always entail the 
physical transportation of property from a 
given location for use in another 
of old property and installation of 


be the basis for a moving-expense deduction 


Removal 


new can 


The general rule, however, is not always 


applicable, and frequently a determination 
is made that the 


} 


ital nature 


expenditures are of! 


Moving and Rearrangement Expenses 
as Integral Part of Improvement 


Where the 


expenses are 


moving and rearrangement 
incurred as a part of an im- 
provement, the expenses will be capitalized 
as part of the cost of the improvement. In 
Parkersburg Iron & Steel; the 
rule of 


court 
the general allowing 
lary and necessary expense the c 


tearing down an engine in one part of 


plant and installing 


Chis moving expenss 
ina A 
a “blow up” of an en 


due to strains of wat 


production in excess 


4 
and the relocati 


mill 
\ 


acquiring 


she et 


destroyed | 

a long time 

was 
however, denied 


purposes tor which it 
court, 

general rearrangement 
lighting 


system Si ¢ 


were inspecting 


remo 


} 
general 


floor 


caused the 


abandonment of certain machine foundations 


] 


nrst rangemen 


and the laying with the 
that 
first floor 


nt ur 
l i} 


he tax 
payer claime d, ‘ d tl ~¢ rt < umed to be 





1MacAdam é& Foster, Inc., CCH Dec. 2981, 
8 BTA 967, acq., VII-1 CB 20; Eastern Shoe 
Manufacturing Company, CCH Dec, 3025, 8 BTA 
1169, acq., VII-1 CB 9; Thompson Scenic Rail- 
way Company, CCH Dec. 3311, 9 BTA 1203 
acq., VII-1 CB 31; Fowler & Union Horse Nail 
Company, CCH Dec. 5271, 16 BTA 1071: Alez- 
ander Sprunt & Son, Inc., CCH Dec. 7250, 24 
BTA 599, acq., XI-1 CB 6: Addressograph-Multi- 
graph Corporation, CCH Dec. 14,387(M), 4 TCM 


Moving and Rearrangement Expense 


147; Julia Dahl, CCH Dec. 7337, 24 BTA 1167: 
Mim. 5870, 1945 CB 91 

2 Fastern Shoe Manufacturing Company, cited 
at footnote 1 

* Brier Hill Collieries, CCH Dee 
500, acq., VIII-2 CB 7 
Steel Company, CCH 
(1929), aff'd, 1931 CCH 
(CCA-4) 

* Cited at footnote 3 


4080, 12 BTA 
and Parkersburg Iron € 
Dec. 5370, 17 BTA 74 

{ 9201, 48 F. (2d) 163 
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Mr. Palley, a CPA, is associated with the 
firm of Brach, Gosswein & Lane, New York City. 


alterations 
neither the 


making of the 
that 
productivity nor the 


that the 


involuntary 


true, 
was an act; 
efficiency, value of 
had been increased by virtue of 
and that the taxpayer had 


a disadvantage by reason of 


the plant 
the alterations; 
been placed at 
the cramped and congested operating con- 
ditions existing in the building because 
of the removal of all of the machinery to 
one floor. Nevertheless, the court adhered 
to the conclusion that the general purpose 
these alterations and changes 
made, the improvement of 
nditions in the building, had 
accomplished, although perhaps not 
expected or hoped for, and 
the expenditures were on 


ror whicl 
were general 
lighting c 
been 
to the degree 

that, therefore, 
account of permanent improvements or bet- 
terments and not deductible from income as 


ordinary and necessary expenses. 


The rearrangement expenditures in Park 
burg Iron capitalized because 
they 


Steel were 
incidental to 
the improvement of lighting conditions. In 
the instance moving expenditures 
not tied in with any capital improve- 


were and necessary for 
where 
were 
ment program, they were allowed as ordi- 
l deductions. 


nary and necessary 


Easton Supply Company; 
and reinstalling 
disallowed as 


In Phillips « 
expenditures for moving 
partitions and fixtures 
deductions. The taxpayer, in the business 
of selling plumbing and contractors’ sup- 
plies, replaced a floor 46 years old with a 
stronger floor, which made the building 
more valuable for use in the business. The 
court held that the expense of moving the 


were 


fixtures could not be treated differently 
than the expense of installing the new floor, 
relocation of the 
fixtures was incidental 
necessary part of removing the 
and installing the new floor. 


since the and 
partitions, 
to and a 


old floor 
In Michael Markovits, the cost of moving 
a partition was capitalized, where the pur- 


moving 
bins and 


pose for the move was to enlarge a bath- 
room. 


It thus becomes evident that when moving 
and rearrangement expenses are so related 
to a capital expenditure that they are an 
integral part thereof (for example, a new 
floor cannot be installed without first moving 
and relocating the fixtures resting upon the 
old floor), then such moving and rearrange- 
ment expenses must be capitalized, along 
with the cost of the improvement. 


Bank Alteration Cases 


Expenditures have not been allowed as 
currently deductible where banks have changed 
the style and position of tellers’ 
executive offices and waiting rooms. In 
Federal-American National Bank,’ the court 
held that the altered 
whole interior was an improvement which 
facilitated the bank and 
made its offices more attractive and more 
accessible to its patrons. The court felt 
that the alterations were in no sense made 
for the purpose of restoring the property 
to a sound state or of keeping it in an 
ordinarily efficient operating condition. The 
fact that very little new material was used 
did not sway the court from its holding 


cages, 


appearance of the 


business of the 





5 CCH Dec. 19,691, 20 TC 455 (1953). 

® CCH Dec. 19,138(M), 11 TCM 823 (1952). 

™CCH Dec. 3284, 9 BTA 1043 (1928). The 
work performed consisted of tearing down and 
altering tellers’ cages, recutting certain of the 
old marble and installing some new marble, 
replacing some tile floor by wood, scraping and 
polishing the wood floor, changing the height 
of the panel work, altering granite work, in- 


190 


March, 1958 @ 


stalling some new glass, changing counters and 
installing some new counters, altering the bank 
vault, changing the wainscoting and stairway, 
installing new furniture, and reupholstering and 
finishing some of the old furniture. No changes 
were made in the outside wall of the banking 
room, but the location and size of tellers’ 
cages, executive offices and waiting rooms were 
changed. 
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that the recutting and refinishing of the old 
material was an adoption to a new use and 
purpose. 

In University National Bank expenditures 
for remodeling a banking room in order to 
provide additional lobby and counter space 
the needs of expanding business, 
The bank- 
ing room had been altered several times in 
the past and had remodeled 
since the expenditures in question. I 
court held that all the expenditures 
incident to enlarging the bank’s floor space 


to meet 


were disallowed as a deduction. 


twice 


he 


been 
were 


and increasing its facilities, that the entire 
cost was all part of one plan and one im- 
provement and that it was a 
and not an expense 


betterment 


bank 
the position that moving and rearr: 
should be capitalized 


The decisions in the 
expenses whe 
improve facilities either as to attractiveness 
or accessibility, or where they are under- 
taken to satisfy t 


business 


ir 
1 
} 
{ 


ie demands of expanded 


Increase in Efficiency 


expenditures, althou 
not prolong the life of an 


Certain 
asset nor 
its value, may vet be capitalized where 
valuable tor use 

Thus in Difco Lal 
could 
the cost of leveling floors in adjacent 
buildings to a 
purpose of the 


ficiency rhe 


asset becomes more 
taxpayer's business 
tories, Inc.” a manufacturer not ex 
pense 
uniform height where 
alteration was to 
taxpayer had previously 
factured in the basement ot 

a light material wl 
handled from one level to ano 
atter, the materials 
heavy and could not be readily 
the different basement levels. The taxpayer, 
therefore, adjusted the 
lowered an 


basements could be 


buildings 


produced were quite 


moved over 


1 


levels of the twe 


basements and elevator sh: 


so that the 
more 


. rene 
efficiently Che court 


f the floor l 


lowering ¢ 
make the basement 


us¢ and, therefore, 
al nature. 

In the case of Black 

1 

I 


the court likewise held that an expenditure 

8’ CCH Dec. 6415, 21 BTA 71 (1930). The alter- 
ations consisted of enlarging the banking room 
demolishing vaults and constructing them at 
new locations, constructing a consultation room 


and coupon booths, removing a few steps and 
leveling the floor The work consisted princi- 
pally of removing two walls, moving electrical 
equipment, constructing temporary partitions 
moving plumbing, and hauling debris 

®CCH Dec. 16,350, 10 TC 660 (1948). 


Moving and Rearrangement Expense 


floor level 


since it 


for raising a 
betterment 
better suited to the 
used. 


Was a permanent 


rendered building 
which it 


purpose for 


Was 


Similarly, the expense of moving an office, 
dictated by held 
to be a raham 


Olshine.™ 


reasons Of emciency, was 


capital expenditure in A 
In that case, the taxpayer, opera 
ting a department store, moved his office 
; floor to larger 
mezzanine so that he could 


hrst 


from the rear of the first 
quarters on the 
obtain additional 


floor and needed additional space for the 


space on the 


selling 
office he court held that the expenditures 
were capital items, since they were improve- 


ments 


necessary 


luctions il he old 


better suited 


were used; it 


ail 


i¢ 


V 
} 
| 


een dedu 
% CCH Dec 


© 498 


Dec. 16,991( 
ustc © 66,083 
at footnote 
at footnote 
at footnote 11 
at footnote 12 


TCM 


Supp 





in Rheem Manufacturing Company™ and Ad- 
dressograph-Multigraph Corporation,” the tax- 
payers attempted to capitalize moving expenses, 
and the Commissioner argued that such ex- 
penditures were deductible as ordinary and 
necessary expenses. The court in both in- 
stances agreed with the Commissioner and 
held that the moving expenditures could not 
be deferred but should be deducted in the 
year incurred, 

In Rheem Manufacturing Company,” manu- 
facturing facilities were consolidated by 
moving to a location nearer to the com- 
pany’s customers. The holding 
that the moving expenses have “none of the 


court, in 


essential characteristics of such charges as 


are usually classified as deferred expenses, 
stated the following: 

“No doubt the two plants would not have 
been consolidated if advantage or 
benefit had not been anticipated to arise 
therefrom, such as a reduction in petitioner’s 
operating and a reduction in 
transportation expense to the oil companies. 
However, benefits inci- 
dental.” 


some 


expenses, 


such were merely 


In Addressograph-Multigraph Corporation.” 
the taxpayer consolidated all its mannu- 
operations in a modern single- 
floor plant with a railroad siding. Plant 
and equipment from other locations were 
moved to the new location at a cost of ap- 
proximately $400,000. The taxpayer cap- 
italized the full and proceeded to 
amortize the same over an extended period 
of years Che Tax Court, in sustaining the 
Commissioner in holding that the moving 
expense in the year 


tacturing 


cost 


cost was a business 


incurred, said: 


which we take, much of the 
tending to show that the 
decreased the cost of operations, increased 
and affected the income of more 
than one year is immaterial.” 


“In the 
evidence 


view 
moves 


output 


Insofar as a principle can be extracted 
from the decisions cited above, it is that the 
mere increase in efficiency is not a sufficient 
reason to capitalize moving and rearrange- 
ment expenditures; but when the increased 
efficiency resulting from the moving is an 
integral part of an improvement, then not 
only must the cost of the improvement 
itself be capitalized, but also the moving and 
rearrangement expenditure related thereto 
must be capitalized. 


"CCH Dec. 10,807-A, August 19, 1939. 
48 Cited at footnote 1 
%” Cited at footnote 17. 


* Cited at footnote 1. 
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Analogy of Moving and 
Rearrangement Expenses to Repairs 


In the leading case of Illinois Merchants 
Trust Company,” a frequently quoted por- 
tion of the opinion states as follows: 

“In determining whether an expenditure 
is a capital one or is chargeable against 
operating income, it is necessary to bear in 
mind the purpose for which the expenditure 
was made. To repair is to restore to a 
sound state or to mend, while a replacement 
connotes a substitution. A repair is an 
expenditure for the purpose of keeping the 
property in an ordinarily efficient operating 
condition. It does not add to the value of 
the property, nor does it appreciably pro- 
long its life. It merely keeps the property 
in an operating condition over its probable 
useful life for the uses for which it was 
acquired. Expenditures for that purpose 
are distinguishable from those for replace- 
ments, alterations, improvements or addi- 
tions which prolong the life of the property, 
increase its value, or make it adaptable to 
a different use. The one is a maintenance 
charge, while the others are additions to 
capital investment which should not be ap- 
plied against current earnings ex- 
penses properly chargeable to capital account 
include which are incurred in the 
original construction of the work and in the 
subsequent enlargement and improvement 
thereof.” 


those 


Chis landmark case not only distinguishes 
between repairs on the one hand, and re- 
placements, alterations, improvements and 
additions on the other, but also lays down 
criteria for determining whether a particu- 
lar expenditure is a capital one or is charge- 
able against operating income. 


It is thus necessary to consider the treat- 


ment of moving and rearrangement ex- 
penditures in the light of the case law which 
has developed on the foundation of the 
Illinois Merchants Trust Company decision 


General Plan 


Where repairs are not clearly segregated 
from the cost of improvements or where 
they are part of a general plan of recondi- 
tioning, improving and altering the property 
as a whole, the expenditure will be cap- 
italized.* In J. M. Cowell,” wherein it was 
held that an expenditure for an entire con- 
tract was a capital investment and no part 


21 CCH Dec. 1452, 4 BTA 103 (1926), acq., V-2 
CB 2 

22 Buckland v. U. 8., 46-1 vustc { 9273, 66 F. 
Supp. 681 

23 CCH Dec. 5974, 18 BTA 997 (1930). 
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thereof was deductible as expense, the court continued us¢ 
stated the following: tions. 


‘ , - ona changed 
While the characterization « ( : aj 

, thereatter 

the items is such that standing rl 

. uses. he 

made as periodic repairs they mig ; 

‘ bl li i ’ expenditure 

duct | as ordinar an 1ecessz > ) ses 

iuctiDle i nary and nece iry expenses, deductible as 
it is impractical from the evidence to make . 

: , : ge ; In armers 

such a detailed classification of the items - . 

; ni ; y ericksburg, 

Such a classification is not a mere matter . 

; . wise were 

of what an item is called, but whether it is } 

in ordet 

f tha ar 1 ] t } 1? 

a part of the entire capital investment in cient 


In 


improved property. To 
plaster might very well be 


expense when it is an incidental minor 


arising in the use of the property in c 
ing on bu l , and yet, as here, be 

erly capitalized when involved in a grea 
plan of rehabilitation, enlargement i 


provement ot t 


1 ” 
t 


ie entire property 


rhe currel 


tures wl 


general > ra 


provement ; not deductible 
expenses, u ar art of tl 
1 


penditure to | improvement. 


€ 


cited cases relate to repair expendi 


Howeve rT. the same reasoning 
ving and reat 
not only mt 

expenses be s« 


expenditures, 


improvement 


all wabl 


In .dmerican Beml 
taxpayer was entitled 
penditures to prevent 
plant Che court 
ate to consider 


nature 


tor normal opera- 
therefore, operate 
scale, nor was it 
additional 

und that the 


essen 


isiness expens¢ 


wnery ¢ mpany of Fred 
substantial repairs like 


here they were required 


and continue the eff 


4 Hubble v. Kavanagh, 54-1 ustc § 9364 (DC ut © c. 17,646, 14 TC 879 
Mich.); California Casket Company, CCH Dec 2 . at footnot 5 


19,243, 19 TC 32 (1952): Hthyl M. Cox, CCH Cited at footnot 


Dec. 18,779, 17 TC 1287 (1952); Home News Pub Cited at foot: 
lishing Company, CCH Der 5791 18 BTA 1008 ‘CCH Dec. 21 
(1930); Lillian M McDonough, CCH De © 9994 228 F. (2d) 
21,944(M), 15 TCM 1127 (1956) uz ournal 
2% CCH Dec. 16,268, 10 TC 361 (1948) 52 
‘CCH Dec. 17,601, 14 TC 635 (1950) -Vol , Pp. 295 
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benefit from the move will have a life less 
lengthy than the remaining life of the asset 
itself. The Improvement account may be 
treated as a deferred charge on the balance 
sheet and amortized over the years benefited 
by the move 

“When the fixed asset move is required 
by law, or for some other reason unrelated 
to the day by day use of the asset, the out- 
lay for the transfer should 
either to Earned Surplus or to an expense 
account, depending upon the treatment fol 
lowed by the firm in the handling of unusual 
items.” 


be charged 


There are instances in which moving costs 
are properly to be capitalized and amor 
tized, as evidenced by Accounting Research 
Bulletin No. 43 which refers to 
rearrangement of factory layout or removal 
to a new location” as an example of a de- 
This bulletin, however, does 


“costs of 


terred charge 
not say that moving costs are always de- 
ferred merely that they 
might be deferred charges in a proper case 
rhe bulletin dealing with deferred 
charges, Research Bulletin No. 
30, issued 1947, did not include 
as an example of a deferred 
Therefore, it is implied that the 
Accounting Procedure of the 
the subject and 
moving may 
and amortized in 
Mr. Blough 

“We have the impression, however, that 
in practice, moving are frequently 
charged to income or retained earnings 
(depending on materiality) entirely in the 
which 


charges; it infers 


original 
Accounting 
August, 
moving costs 
charge. 
Committee on 
AICPA has 
taken the px 
be properly 
certain 


considered 
sition that 
capitalized 


costs 


circumstances stated 


costs 


year in such costs are incurred.” 


that where a rear 
maintain rather than to 
increase efficiency, both the accounting and 
tax that the 


is to be deducted from current 


It would thus 


rangement is to 


seem 


treatments expenditure 


income 


agree 


Practical Advice 


Although it is clear that expenditures for 
physically 


moving machinery and equip- 


SOMETHING THAT IS NICE TO 


Revenue Ruling 58-16 has really put 
certain manufacturers in a quandary. 
lreasury Decision 6091 provides that 
there will be no tax when oil is sold 
directly to a person who uses it for 
nonlubricating purposes, but the man- 
ufacturer must know at the time of 
that it is to be 
nonlubricating purpose 


21 (1953) 


for a 
must 


used 
and he 


purchase 
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ment from one location to another are 
ordinarily deductible currently as business 
expenses, it is not clear under what circum- 
these moving and rearrangement 
expenditures are considered to be an integral 
part of an over-all improvement and, thus, 
a capital expenditure. The prior discussion 
has been an attempt to point out various 
factors which may determine whether to 
deduct or capitalize the expenditures. A 
matter of judgment, however, is involved in 
each decision. It is therefore put forth as 
practical advice that in any situation which 
is not clear cut, the expenditures should 
be treated as business expense and not capt- 
talized. If the deduction is subsequently 
disallowed on the ground that the expendi- 
ture was a capital investment, the taxpayer 
will have an opportunity in subsequent 
vears to take advantage of the expenditure 
through amortization. If the expenditure is 


Stances 


not claimed as a deduction but is capitalized, 
and the Treasury Department subsequently 
holds that the expenditure was an ordinary 
and business expense, the tax 
payer may be precluded by the statute of 
limitations from amending his return for 
the year in which the expenditure was made 
and he thus will receive no tax reduction on 
account of the expenditure 


necessary 


Also, it is suggested that where possible, 
moving and rearrangement expenditures 
should not be undertaken at the same time 
a general plan of improvement. Where, 
however, the moving and improvement ex- 
penditures are undertaken at the same time, 
detailed records of the exact cost of each 
expenditure should be kept in such manner 
that if a deduction were allowed, it might 
be substantiated by the detailed 


as 


cost records 
Summary 

It is clear that so long as a taxpayer does 
not increase the value of its premises, pro 
long their life or make them adaptable to a 
different use, the moving and rearrangement 
expenses will be deductible as ordinary and 
[The End] 


necessary business expenses 


KNOW 


obtain a certificate from the purchaser 
stating the nonlubricating This 
ruling adds, probably to relieve the 
minds of the manufacturers, that 
castor oil is seldom used for a lubri 
cating purpose and, therefore, it may 
be sold tax free—without a certificate 
Now, that is something that is really 
nice to know. 


use. 
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Cost of Life Insurance 
By JACOB GOLDBERG 


Mr. Goldberg, who is a Chicago CPA, clears up certain misconceptions 
concerning the actual cost of life insurance which 

is purchased with borrowed money. He offers this analysis as a 
supplement to the article entitled ‘‘Split-Dollar and Bank-Financed 


Insurance Plans,’’ which appeared in the 

November, 1957 issue of TAXES. As Benjamin M. Becker 

and David M. Sloan pointed out then, these plans should not be 
thought of as a ‘means for buying cost-free insurance."’ 


cost of life insurance in three major the sinning of yolicy year is equal to 


ib Bm ACCOUNTANT is concerned wit! lifetime f th insured he loan value at 


fields. First, almost without exception he the cash surrend alue at the end of that 
has bought and presently owns at least one, vear divided + 1), where i is the rate 
but probably more than one, kind of life 


insurance contract Second as an account 


and auditor he prescribes and 


ant verines 
he proper entries in the books of his client 
to record the amount by which net worth 
is reduced by the cost of life insurance 
Third, as an adviser to management, his 
Opinion is sought on questions involving . 
I : eget | oe) ncrease in tl ash or loan value 
the purchase of life insurance for business ; 

purposes. An important factor bearing on 


ice among the 


-d in 
} 
unt payable 


net premium 


t eaci 


a discussion of i ntered t nd of tl , the following statement 

is important that the « nition t appe: a nsural expense for any 

terms be agreed upon, lest ther nu ar 1 he net premiur paid minus the 
discussion and no communication. For the increase in t value during the year.’ 
purpose of the following analysis, these 


“net expense,” or net 
definitions are submitted in accounting 


} 


Premium he cash outlay required by and in accounting practice. It is 


the terms of the contract to be paid to the ! \ L mn msurance company 


7 aa : ’ . - le eo 
insurance company to keep the contract in iteratu . iS, é nple example, see 
force ho rl >O ret into the ooks We will 


i ; : assume that the X corporation secures an 
Dividend \ refund of part of , 


mediately preceding premium, 
above. The policyholder may use the “ 


dend” as part payment on the next premium 


its executives, 


y re policy T 
the face amount of which is $100,000. If the 


executive is 35 vears old, the gross premium 

will be about $3,000 and the dividends will 
Cash surrender value The amount of amount to about $400. The standard 

cash receivable by the owner of the policy tri for the fir ive years of tl 

when the policy is surrendered during tl 


‘1H. A Finney, Principles of Accounting 2 Work cited at footnote 1, at 
(Prentice-Hall, 1938), Vol. 2, p. 107 
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First Year 
Life insurance 
Cash 


expense 


Second Year 


Life insurance expense 
Cash 
Third Year 
Life insurance 


Cash 


expense 


Entry for gross premium paid at beginning of year. 


$3,000 
$3,000 


Entry for gross premium paid at beginning of year. 


$3,000 


Entry for net premium paid at beginning of year. 


$2,600 


take up cash surrender value at end of year 


Cash surrender value of life insurance 


Surplus (% of $3,000) 


Life insurance expense 


} ourti } ear 
Life insurance 


Cash 


expense 


$3,000 


Entry for net premium paid at beginning of year. 


$2,600 


» take up increase in cash value during year 


1 
Cash surrender value of life 
Life insurance expense 
w.—Entry fi 
Life imsurance 
Cash 


expense 


insurance 


wr net premium paid at beginning of year 


$2,600 


tke up increase in cash value during year. 
i : ° 


Cash surrender value of life insurance 


Life insurance expense 
Over the 


End of 
Year 


l $ 


Gross 
Premium 
000 


)? 


‘ 
3 
2 
Pe) 
3,000 
2 
| 
2 
5 


. 


Dividend 


$1,900 


five-year period, the results may be summarized as follows 


Net 
Premium 
$ 3,000 

3,000 

2,600 


Increase in 
Cash Value Net Cost 
3,000 
3,000 
$3,000 * 1,600 
2,600 1,800 800 


2,600 1,900 700 





* $2,000 applicable to first two years 


theoretically, are the above 
ote that the dividend, which has 
applied to reduce the 
premium payable, has reduced the net cost 
of the vear in which the 
dividend was received. But the dividend is 
based on, and is properly allocable to, the 
year ago. Thus, the 
paid at the end of the 
premium to which the 
Consequently, it 


How accurate, 


in each Case been 


insurance in the 


premium paid 


premium 


one 
s¢ cond 
is the 


nrst 
would 


year 
dividend 
seem that the net cost for the second year 
is overstated by $400; and further, no pro- 


applies. 


been made for the dividend re- 
ceivable at the end of the fifth year. It 
noted that this last dividend will 
be paid even if the policy is canceled and no 


vision has 
should be 


further premiums are paid. 


argued that dividends are not 
liability as, 


It will be 
an accruing for example, in- 


terest is, and that therefore no entry should 
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$7,100 * 


n 


$1 


) 


3,800 $6,700 


them until the in 
at least declares, 


be made in 
surance company pays, or 
them. fails to recognize that 


respect of 


This approach 
“dividends” on life insurance polices are not 
comparable to real dividends such as are 
paid to stockholders as a return on their 
capital. Life insurance dividends are a re 
fund of part of the purchase price (that is, 
the premium) which was paid at the be 
ginning of the year. While this refund is 
never guaranteed and no legal right to it 
exists until it is declared, nevertheless, th: 
amount thereof can, with a fairly high 
degree of accuracy be estimated and con 
sequently anticipated on the 

do not hesitate to provide a 
reserve for cash discounts by charging against 
f amount which we 
estimate will be actually incurred in a sub- 
sequent 
liability, at balance-sheet date, to grant the 
discount. But we provide the reserve any 
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be 0ks. 3y 
analogy, we 
income of 


one year an 


year. Here, also, there is no legal 





way in order properly to evaluate the ac 
counts receivable and to charge the expense 
to the accounting period which contained 
the income. The maxim “Provide for all 
possible expense and anticipate no income” 
does not apply here, because the dividends 


End of 


Year 


Gross 


$ OO 


* $2,000 applicable to first two years 

According to these figures, the net cash 
outlay (net premium) for the five-year 
period was $13,400 for a $100,000 policy. 
This works out to $26.80 per $1,000 per 
year. But the net cost appears to be only 
$6,700, or $13.40 per $1,000 per year. The 
reason for this difference lies in the treat- 
ment of increase in cash value as a reduc- 


tion of cost 


What is cash 
is considered an asset and is created by re- 
an amount originally charged to 
expense, as in the entries above. What is 
ie eventual disposition of this asset? If 
ie policy is canceled during the lifetime of 
th ired, the cash value is converted into 

that the insured dies 
f the policy is collected 


value? Accountingwise, it 


classifying 


tl 
tl 


suppose 


the collection is 


$100,000 


Surplus $100,000 


t 


However, the same event which gives rise 


1 


to this 


irrespectiy 


cash value, 
thereot 


required 


entry also roys the 
of what. the 


e amount 
Thus, a 


may be entry is 
that death 


after the end of the fifth year): 


sece ymnd 
as follows (assuming occurred 


Dr. Surplus $6,700 


Cr. Cash 
What does 
extraordinary 
belated correction 


Value 


this debit to surplus signify: 


$6,700 


incurred? 
made of 
profits? 
been the 
after the in- 


Has an loss been 
being 
prior years’ 
what 


the insurance 


Or 18 2 
an overstatement of 
Expressed otherwise, has 
real net cost of 


sured has died? 
3 An annual summary of life insurance policies 


offered by nearly all of the life insurance com 
panies in the United States. 


Cost of Life Insurance 


Premium Divide 


are not income, and the expense is over 


provided if the dividend is not anticipated 


If, then, the fifth-year dividend is included 
art of the cost of the life insurance, the 
summary appears as shown below 


Net 
Premium 1s} > = Net Cost 
$ 3.000 $3,000 
2,600 2,600 
2,600 $3,000 * 1,600 
2,600 1,800 800 
2.600 1.900 700 


$13,400 $6,700 $6,700 * 


cash value is 


that 
reduction of net cost 


suggested here 
proper 
‘ ‘ 

the policy is 


converted 


It is 
not a unless 


canceled and the cash value 
Until cancellation oc- 
curs, cash value can only be a potential 
asset, subject to a 100 per cent reserve, in 
death of the 


reduction of 


into Casn. 


the event of the insured. 


value as a 


absurd 


Treating the cash 
lead to For ex 
ample, here is a net cost computation taken 
from Flitcraft Compend, 1955: * 


cost can results 


Premium (Age 35)—1 year 


1) 20 


Total dividends 


premiums 


Net payments 


Average 
Cash value 


payments 


Termination dividen: 


Net cost 


6 minus 


(Line 
| ine 
8) Average cost (L 

Return over cost 

What this compu hat an 
individual may » insur for 2 rs at 
an average < 7 $1 001 
»f face value. That , the insurance 
cost him nothing for the 20-year period and 
he has profited $.07 per $1,000 of 

The Commissi 
Mortality Table 
per 1,000 at age 


1000 at age 55, the number 


has 


face value! 
ners Standard Ordinary 
(1941) shows 4.59 deaths 
35, and 17.98 deaths pel 
1,000 increasing steadily during the 

vening period 
1.000 for 


termining factor in computing the cost of 


The number o aths per 


any given basic de 





this 
must go out 


that If 
msurance company 
To Say, 


lite imsurance for age cost 1s 
not the 
of business quickly. 
quoted computation says, that the average 
of life insurance for a 20-year period 
ween the ages of 35 and 55 has been less 


zero to an absurdity 


met, 


as the above 


cost 
bet 


than 


is 


say 


But the 
when, 
lite 


Che 


event 


accountant 
year, he 
by the 
reckoning 
against which 


says the same thing 
reduces the “cost” of 
increase in cash value. 
comes when the 
the insurance 
policy was purchased, namely, the death 
of the Then the accumulated annual 
reductions in cost are reversed and the real 
cost turns out to have been the net premium 
that 
dividends 

Lack ol 
lite 


commend 


each 
insurance 
day of 


occurs 


insured 


vutlay, the gross premiums less the 


is, 
with respect to cost of 
can lead an accountant to 
to a client the purchase of one 
kind of policy in preference to another, with 
the being the comparative 
within the past several 
has been advanced not a type 
a method of purchasing life 
chief advantage of which has 
zero, This 
bank-financed life 
plan that 
premium be borrowed from a 
cash value of the policy serving as 
for the loan. The cost of the 
is reduced or eliminated as shown 
in addition, the insured gets a 
the interest paid on the 
enough, this method of 
has been principally 
who need insur- 
have to borrow to pay the premium, 


arity 


Insurance 


de cisive tactor 


cost. For example, 
there 
bu 
the 
been its low, 
method hi 
Insurance 
part of the 
bank, the 
collateral 


surance 


years, 
of policy, 
insurance, 
sometimes cost. 
been called 


Briefly, the 


or 
is 


requires 


and, 
deduct 


below 
tax for 


loan 


ion 
Remarkably 


purchasing insurance 


rected not toward those 


] 


ance and 


but has been advanced as a means of reduc 


msurance cost as a 
It is here that the 


lite 


ing or eliminating the 

direct result of borrowing 
knowledge of the nature of the 
insurance takes on crucial importance. 


cost of 


Here is a plan recently advanced, where 

the insured seems to get his insurance 
at a reduced cost virtue of borrowing 
The insured, 40 years old, takes out 
$100,000 life policy at a gross premium 
$3,003, payable annually. Table 
puted the of the insurance 
the first five years of the policy 


Notice that the original cost 
$1,000 per year seems to have 
to a low of $6.72 in the 
year and to a high for the five-year period 
of $18.11 in the first The net 
per $1,000 in Column arrived at by 
dividing Column 6 by Column 7. The fallacy 
of this net computation evi 
dent upon examination. The loan which has 
to be repaid (Column 3) is deducted both 
from the premium ($3,003) and from the in 
surance proceeds, so that it seems that the 
the insured merely had somewhat in 
surance (Column 7) at a somewhat reduced 
(Column 4). But the 

which the proceeds were used, 
this loan, other 
does not the 

The insured simply 
insurance protection for $3,003, that 
net $30.03 per $1,000—plus 
interest Table | to 
end in a absurdity, shown in 


lable Il 


Here, 
of the 


by 
by 
a 
ot 
In I is com 


net cost during 


of $30.03 


per been 
reduced second 
year cost 
8 


Is 


cost becomes 


less 


for 
to 
a tax, 


amount 
bought $100,000 


cost purpose 
whether 
loan or 


pay some 


etc., reduce original 
thereof 
of 


his 


so 
cost was 


To reason as does 


1s 


logical 


as 


by borrowing an amount in excess 
premium, 
of for the year 
this based upon the 


that a loan paid back with the 


we have achieved a net cost 
period! Again, 


assumptiol 


zero five 
“cost” is 


procee ds ola 


Table | 


(3) 
Loan 
Out- 

standing 


(1) 
End of Gross 
Year Proceeds 

l $100,000 $ 1,272 
4 100,000 3,789 


(4) 
Cash 
( Jutlay 


31 
86 
100,000 379 
100,000 684 
100,000 546 


3,826 


(2) 


$1, 


> 
dS 


The net death benefit in Column 7 


Interest 


. 


s 


$12 


is computed by 


( 7 ) (8) 

Net Cost Per 
Death $7,000 tf 
Benefit Death Occurs 


(0) 
Total 
Outlay 


(5) 


57.24 
161.03 
272.5: 
349.2% 


447.56 


$1, $98,728 
96,211 
93,587 
91,268 
88,811 


$1 


g 

47. 
65 
1,033.28 
993.56 


5: 


$5,113.66 


87.66 


deducting the loan outstanding 


Column 3) from the gross proceeds (Column 2). 


The cost per $1,000 in Column 8 is arrived at by dividing the net death benefit 


7) by the total outlay (Column 6). 
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Table Il 

(3) (7) (8) 
(1) (2) Loan (4) (0) Net Cost Pe 
End of Gross Out Cash (5) T otal Death $1,000 tf 

Year Proceeds standing Outlay Interest Outlay Benefit Death Occur 

$100,000 $ 4,000 $997* $180 $817* $96,000 Zero 

100,000 8,000 997* 340 657* 92,000 Zero 

100,000 12,000 997* 510 487* 88,000 Zero 

100,000 16,000 Q97* 640 357* 84,000 Zero 

100,000 20,000 997* S00 197* 80.000 Zero 


Excess of loan cash received over premium and interest cash paid out 


The net death benefit in Column 7 is computed by deducting the loan outstanding 
1, 
a | 


lumn 3) from the gross proceeds (Column 2) 


Che cost per $1,000 (Column 8) is arrived at by dividing tl} 1et death benefit (Column 


7) by the total outlay (Column 6). Since Column 6 shows a ne ‘ost at the end of 


} 


cach year, the divisor used is zero. 


SST EL LT RN A a RR EN TT ST 
life insurance policy reduces both the pro- because it seems to be offered at a bargain 
ceeds and the cost thereof equally price In nearly every case, the “bargain” 


, element will, upon analysis, turn out to be 


More recently, as a result of a ruling ot 


, ' 
. , ; ' 1e tre ‘nt of cash - -duction ol 
the Internal Revenue Service, a similar plan the treatment of ‘B rn eee lu = 
. insurance cost rut inh value ts Doth m 

of purchasing insurance has been advanced, aSUTaCe ie vadllend “ : 
, . surance cost and wsurance proceeds at the 

known as the split-dollar plan. This plan is sainitix) ‘ f ; 
: same time a person were to insure his 

similar to bank-financed life insurance, ex ayer Ander hinges mast 
; wn life by depositing $5,000 a year of his 

cept that the loan is made by a corporation é: ” ’ 2 

wn or to rs —_ ule ) 
to one of its executives, the cash value again OW! money ae at Jone We Woe t 
serving as collateral. The corporation pays hesitate to say that his insurance proceeds 
- 7 ey : r -ost him $100.000 hat being lso tl 
that portion of the annual premium which ad cost a $100, _ ?, ee ee ; 
is equal to the increase in the cash value, the aan - se sibel ies thie ag i$ 8 
executive paying the balance. The corpora shen atlas lates : mage POMS eureeree i 

with a tace value of $100,000. and it 


tion’s payment is an interest-free loan to the 
executive whose equity in the policy is 


‘ ol surren¢ : of $45,000, is it no 
always its face value less the amount of the 


end of 20 years, 


should 


leath 


1 


loan (which equals the cash value) 


Here again it is e; to conjure up a $100,000 paya 


very low cost of insurance by deducting will consist 


the loan repaid from both the proceeds and = eontributio: 


the premium. But this ignores the tru 
of life insurance which is the mortality 


at a spe cific age, plus overhead. 


It should be made very clear that m 
attempt is here contemplated to imply that 


life insurance is without value or that it 


amr e , : : 
should never be purchased with borrowed 


money. What has been attempted here is to 

which 41 
clear up misconceptions as to cost. Life which the 
insurance should be purchased when there thus insuring hin 


is a need for it. In the case of an individual, 
the financial support of his family, following 1 conclusion, let it emphasized th: 


his death, is such a need. In the case of st of life insurance be calculated 


1 business, the financial dislocation coin¢ as carefully as the cost of any 
dent with the death of a key executive, itv which is purchased. If the 
creates such a need. In the case of a large, computed, year 


he problem of availability 


#§ cash to pay substantial death taxes gives 


rise to sucl 


that a large writ f is necessitated 


policy matures at the death of the 


a need snsured. ti ‘$s a warnine sicnal ti 


noncash estate, t 


at a 
Insurance should be purchased to provide listorical or h: made and must 


for these needs. It should not be purchased Or orrect [The End] 
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This month's 


reviews of 


recent publications of interest 


to tax men include Taxation in Mexico, published by the 


Harvard Law School's International Program in Taxation. 


Impuestos del Sur 


Harvard Law School 
International Program in Taxation. Little, 
Brown and Company, 34 Beacon Street, 
Boston 6, Massachusetts. 1957. 428 pages. 
$12.50 


Taxation in Mexico 


of the World Tax Series is 
primarily the Henry J. Gumpel, 
staff member, and was prepared with the 
aid and advice of Hugo B. Margain, Director- 
General of the Income Tax 
Mexican Ministry of Finance. 


This volume 
work of 


Department, 


The fiscal organization of the Aztecs re 
quired payment of tribute of such things as 
gold, vanilla, bird feathers, cotton 
sheets, produce of the land and animals 
not the land. Following the conquest by 
Spain, the 
the great amount of exports to Spain 

Modern 


olution of 


cocoa, 


tax system changed because of 


Mexico has risen out of the Rev 
1910 Now the federal 
legislation on federal 


responsible for the 


congress 


enacts taxes and the 


state legislatures are 
taxes of the states and other smaller politi 
cal subdivisions within these states. 
According to Article 73, Section XXIX 
of the Constitution, the following matters 
are reserved to taxation by the federal gov 
ernment: foreign commerce; minerals, other 
natural deposits, territorial waters, and cer- 
tain waterways; credit institutions and in- 
surance companies; public utility services 
rendered either directly or through conces- 
electric energy; the production and 
consumption of beer and manufactured to- 
baccos; gasoline and other petroleum prod- 
agave juice (aguamiel) and the 
products of its fermentation; and the ex- 


sions; 


ucts; matches ; 
ploitation of forests 

In addition to Article 73, Section X XIX, 
other provisions of the Constitution remove 
certain matters from the jurisdiction of the 
states and thus, in effect, confer exclusive 
taxing power on the federal government. 
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The following federal taxes are currently 
collected: 

(1) Import and export duties —Import and 
export duties are imposed on merchandise 
entering or leaving the national territory 
Both import and export duties are divided 
into a general duty and additions thereto. 
The rates of the general duty are either spe 
cific or ad valorem. Besides their revenue 
raising function, import and export duties 
are used to protect the national industry 
and resources. Therefore, the application of 
duties and 
discretion of the 


these their rates is left largely 
to the 
thorities and, thus, are very 

(2) Taxes on the expl 
The taxes on the exploitation of 
include the production 


nonmetallic 


administrative au 
variable 
ntation of natura 
resources. 
natural 

taxes on metals and 
petroleum and petroleum 
exploitation of 
and other natural 


resources 
minerals, 
properties, the 
forests, water power, salt, 
resources 

m manufacturing, and 


variety of 


(3) Taxes 
services.—A 
subject 
imposed either on the production, manufac 
ture, or the first sale of certain products 


commerce, 
great industries are 


to special excise taxes which are 


Other federal excise taxes apply to com 
munications (transportation of passengers 
and freight by land, sea and air; telephone, 
telegraph, etc.) and other public utility 
services 

(4) Income and excise profits taxes 
graduated income tax is imposed under 
seven different schedules on income and 
gains from various types of activity. There 
is no global tax on income from all sources 
Business profits are taxed under Schedule 
I, II, or III of the Income Tax Law (com 
merce, industry and agriculture). In addi 
tion thereto, the profits of business entities 
and certain others are subject to the dis- 
tributable profits tax which is imposed on 
the shareholders, partners or members of 
the entity and measured by the entity’s 
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profits, whether distributed or undistributed 
Taxpayers under the 
may be subject to excess profits tax. 


business schedules 


(5) The commercial receipts tax —The com 
mercial receipts tax is a tax on the gross 
receipts from commercial sales and services 


and is collected at the manufacturer’s, whole 
levels. Important ex 


emptions from this tax apply 


saler’s and retailer's 
to products 
covered by one of the federal 
listed at (2) (3), 


and items of basic necessity 


which are 


excise taxes and above, 


(6) Social contributions.—Contri 
butions to the Institute of 


Security are collected from employers and 


security 
Mexican Social 


employees at varying rates 


(7) The 


tax applies in 


I¢ de ral 
noncommercial 


stamp tax—The stamp 


general to 
transactions and documents, of which those 
involving real pr 


portant 


yperty are the most im 


For commercial transactions and 


documents, the been dis 


placed by the 


stamp tax has 
commercial receipts tax 
Federal 


inheritance and gift taxes apply (in addition 


; 
(8) Inheritance and gift taxes 


which have 
uniform inheritance and 


to state taxes) in those states 
not introduced the 
gift tax laws prepared by the Permanent 


National 


“co-ordinated” 


Commission of the Second Fiscal 


Convention. In _ the states, 
that is, those which have adopted the uni 
inheritance and gifts are subject 


taxes, 


form laws, 


only to state with a substantial par 


ticipation of the federal government in the 


proceeds of these taxes Che uniform laws 
Federal District and in 


rritories. 


also apply in the 
the federal te 


(9) Fees 
proper, the 


In addition to taxes 


(derechos) 


federal government collects a 
great variety of fees for particular services, 
for example, in connection with health in 
spections, various permits and certificates, 
services, etc 


communications, c ynsular 


Up to this time, no 
tative presentation of the Mexican tax sys 
This book 
with the close cooperation of the 
authorities and the Harvard 
Taxation 


complete and authori 


tem has existed Was prepared 


Mexican 
Law School in 


International 


Estate Planning 


A Selected and Annotated Bibli 
Estate Planning. James A. Byrd 
of Business Research, College of 
Administration, University of Texas, 
Texas. 1957. 41 pages. 50¢. 


The books, manuals and periodicals cited 


7? aph y 
Bureau 

Business 

Austin, 


in this bibliography are representative of 


Books 


the growing literature on the subject of 
estate planning. Articles taken 
mainly from specialized periodicals published 
only in the last ten years, because of the 
perishability of the material 


taxation. The bibliography is 


have been 


concerning 
intended 


primarily for the life underwriter, the trust 


Material is 
powers; 


and t 
cited on 
tion of 
and 


accounting. 


otnecer ie accountant 
taxa 
insur- 


trust 


and 
trusts; life 
and 


trusts 
gifts and 
annuities; and 


estates, 
estates, 


ance estate 


Problems of Highway Finance 
Finan 


stitute, Inc., 457 
New 
Che passage ol! the Federal 
Act of 1956 brought a sense 
and well-be1 9 most 
last 
creased number of poor and overcrowded 
Unfortunately, host 


unsolved by the pas 


lax In 
Princeton, 


ing Highways Symposium 


Nass iu 


-= 17 


Jersey. 1957. 217 


street, 
$5 
Aid Highway 


rT Ce ymplacency 


pages 


Americans Here at 
was a big-money solution to the in 
highways. however, a 
of problems were left 
sage of the act and ju as many new one 
were created in 

Each VCal a 
Tax 


problem of taxation and 


Symposium 
Institute to focus attention on a major 
afford an opportt 
nity for discussion by intormed participants 
view. For 
Institute 
topic “financing highways.” Par 
the symposium included Wil- 
fred Owen, Robinson Newcomb, Arthur C 
Butler, Edwar« utz, Frat Bane, Frank 
G. Moore, Fr: rring, William D 
Ross, Albert J leking, | > C. Fitch, 
G. P. St. Clair, Stanley | sowers, Armand 


Jr., Franei acobs, Frederic! 


representing different points of 


its 1956 Tax Symposium, the 


chose the 


lax 


nposium served an important 
¢ a thorough inventory of 
problems. The discussions 

revolved around fi What 
do we want our highw: to do, and 


to what extent doe new federal aid 
highway 
we want? Whe o be held responsible 
for getting the job done? Who should pay 
the bill? What are some of the problems of 


the taxpayer? 


program make possible the system 


How is public support mus 
tered tor dou | b ; 
hese questi 
discussion « 

way hnancing 

to the pra ‘tical present 

thought-pro- 
voking statements and arguments presented 


Among the interesting and 


by the experts was a comment by Albert J. 
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Wedeking, president of the American Bridge, 
Tunnel and Turnpike Association, Inc., who 
warned that “The natural results of pres- 
sure brought to bear on members of the 
[state] legislatures are bound to be reflected 
in the decisions made by the highway de- 
It is entirely within the range of 
possibility that a section of the 
interstate highway will be com 
pleted, but will stand out without any con 
simply first, the 
was not available to build a road 
to there. So the interstate high 
way system may be built piecemeal and fail 


partments 
relocated 
system 


necting roads, because, 


money 
from here 


to give the service that the expenditures of 
construction would lead the 
ople to expect.” 


money on its 


An interesting idea concerning the allevia 


tion of urban traffic jams was expounded by 


Lyle C. Fitch, Director of Fiscal and Eco- 
nomic Research, Division of Administration, 
New York City. Mr. Fitch explained that 
“tolls can be charged at exits leading to 
potential congestion areas, of a level suff- 
cient to restrict traffic to the capacity of 
streets in the area. 

“Tolls,” he claims, “should be regarded 
not merely as the means of paying for par- 
ticular facilities, but as the means of measur- 
ing the demand for use of motor vehicle 
facilities of entire metropolitan areas, and 
of financing the cost of more roadways, up 
to the point where demand equals supply.” 


For the most part the symposium pre 


sented a clear picture of the situation facing 
the taxpayers, and performed an important 
bringing out the complexities 
the highway program 


function by 
and problems of 
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F YOU 
difference 
debt and 


decisions of 


ARE 


between a 


INTERESTED in the 
nonbusiness bad 
a business bad debt, compare the 
Estate of Weil 
raised peanuts 
marketing 
formed a 
corporation to buy and market their pea 
nuts 


Gulledge and 
Gulledge was a farmer. He 
better means of 
and 


lo provide a 
his crops, he other farmers 
During the corporation’s life, Gulledge 
made certain loans to keep it alive 
of his efforts, 
died. The Commissioner, the Tax Court 
and, finally, the Fourth Circuit held that 
to the corporation were non 
business debts because a proximate relation- 
between the and the 
(peanut farmer) of the taxpayer 
established. 


In spite 


however, the corporation 


these loans 


business 
was not 


losses 


ship 


It is true that the taxpayer and the 
other stockholders were induced to contrib 
ute to the capital of the corporation in the 
that the 


mill in their neighborhood would enable 
them to secure a better price for their pea- 


hope establishment of a peanut 


nuts, and hence it may be said in a broad 
sense that the business of the farmers and 
the business of the corporation were re- 
lated. It does not follow, however, that 
the business of the corporation was inci- 
dental to the business of the taxpayer and 
that the loss of the money loaned by him to 
the corporation was incurred in the opera 
tion of his farms. The two businesses were 
separate and distinct. The taxpayer owned 
the one directly while in the other he had 
merely the interest of a stockholder. The 
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corporation was not merely a department of 
Not only was the 
corporation a separate business and taxable 
entity, but it 


the business of his farm 


was set up to purchase and 
process not only the crop but 
peanuts of all the other growers 
in the locality.” 


taxpayer's 
also the 


Weil, on the other hand, conducted his 
main business as a proprietorship in Buffalo, 
New York, but could not market his prod 
successfully in California for he 
losing his 


ucts was 


in danger of salesman, and be 
shipping couldn't 
competitively He set up a 


cause ot costs, he 


his products 
separate California corporation to manufac 
ture and sell his products there, giving the 
salesman stock interest in that corporation, 
The corporation failed in spite of loans 
made to it by Weil, but the Tax Court 
permitted the deduction of these loans as 
business bad debts, because they were proxi 
Since 
the corporations in both of these cases were 
used to market the products of the deduct- 
ing taxpayer, it is difficult to follow the 
distinction in the reasoning to the different 
results. 


price 


mately related to the Buffalo business 


However, there are a few differences be- 
tween Gulledge and Weil. Weil was a 
majority stockholder of the corporation 
Che proprietorship had always been doing 
business in California. After establishing 
the corporation, he continued to do busi 
ness in California but under a new corporate 
name. If the corporation failed (as it did), 
this meant that the Buffalo proprietorship 
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lost whatever business it had had in Cali held that the reimbursements were not in 
fornia. come. However, the court said that if the 
Gulledge v. Commissioner, 57-2. ust reimbursements did 
1 10,031 (CA-4); Estate of Lawrence M income, then 


Wel, CCH Dec. 22,673, 29 T¢ 


technically constitute 

the taxpayers could deduct 

— No. 40 the travel and moving expenses 
curred 


actually in- 
rJ* WO important companion cases decided boss, Comamniontones one ie: Ta See ee 
[ in 1957 held that new employees may previously held that where an 
deduct reimbursed moving expenses or Ves from one place to another to accept 
exclude the reimbursements from income, "¢W employment, reimbursements from the 
(Mills v. U. §.. 57-2 ustc 99766. and Wood- "ew employer tor actual moving expenses 
all v. U. S., 57-2 uste $9767.) As 


individual 


n t 


a con must be included in gross income (See 
dition to acceptance of employment, the Re Rul. 55-140, 1955-1 CB 317, and Fores 
employer reimbursed the new employees for W. Rice, CCH Dec. 20,287(M), 13 TCM 
actual travel and moving expenses Phe 394.) It | I 


i Was alsSO 
United States District Court in New Mexico _penses_ paid 


NHN it 


United Press Photo 


The people who live in this house, located on the Canada-United States border 
in Rock Island, Quebec, never worry about paying the Canadian 
television tax. All the rooftop antennas are on the south side of 


the house, which extends into the nontaxing United States. Across the boundary 
in Derby Line, Vermont, the citizens make very sure that 
their own TV sets are situated in rooms well over on United States 


territory. The two towns use some buildings in common that straddle the 
line, including a library and an opera house. 
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ployee were nondeductible personal, living 
(See Rev. Rul. 55-140, 
McClain, CCH 


or family expenses 
the Rice case, and Baxter D 
Dec. 794.2 BTA 726.) 

Che district court in the Mills and Wood 
all cases has overruled the precedents of 
the past. Consequently, the government has 
filed an appeal of these with the 
United States Court of Appeals for the 
Tenth Circuit. It will be interesting to see 
if the holdings of the district court repre- 
sent the law of the land in 1958, 


cases 


Meetings of Tax Men 


New Jersey Society of Certified Public 
Accountants.—The Committee on Federal 
Taxation of the New Jersey Society of 
CPA’s will present “Treasury Night” on 
February 25 at the Hotel Essex House, 
Newark, New Jersey, at 6 p.m. The guest 
speaker will be O. Gordon Delk, Deputy 
Commissioner of Internal Revenue. For 
further details, contact Aaron Eisenberg, 
Chairman, State Committee on Federal Tax- 
ation, New Jersey Society of Certified Pub- 
lic Accountants, 744 Broad Street, Newark 
2, New Jersey. 


The Ohio State University —The twentieth 
accounting conference will be held at the 
university in Columbus, Ohio, May 15-16. 


Lottery Question 


7 HE IDEA of a national lottery to be 
run by the federal government has been 
proposed on more than one occasion by 
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various people in political and tax circles, 
and from time to time bills to this effect 
have been introduced in Congress. At pres 
ent, H. R. 3520 (the “Federal Lottery Act’) 
is resting with the House Ways and Means 
Committee. Introduced by Representative 
Paul A. Fino of New York City, it provides 
for a federal lottery which will raise funds 
for “Federal hospitals, the blind, recipients 
of old-age assistance, and disabled veterans.” 
Several years ago, Fortune magazine ran a 
survey, and the that for 
charitable and tax purposes, lotteries were 
definitely approved by the cross-section of 
American citizens interviewed. 

Most of the 


governmentally 
taxes, usually based on a theory of allowing 


results showed 


this form of 
legalized gambling concern 


prope ysals for 


some sort of personal tax redemption pro- 


portionate to the amount netted by the 
lottery. The idea is not 
America condoned it at time. 


the Revolution, almost all of the colonies 
held lotteries, and as late as 1890, Louisiana 
was still running them. Many foreign coun 


basic new—even 


one Before 


tries such as France and Germany have 
held them in the past, and most of the 
Mexican states have conducted government 
lotteries for the last 20 years 

3520 will probably not be 
successful than its bills 


Gambling is illegal in the eyes 


However, H. R. 
any more 
have been. 
of the United States Government, and this 
traditional official attitude unlikely 
to change very soon, if ever. Proponents 


sister 


seems 


of the lottery are quick to point out what 
has been called governmental “hypocrisy” 
citing the not-inconsider- 
the Treasury 
from instruments of gambling 
playing-cards, $7.5 million; bowling alleys 
and pool tables, $4 million; and coin-operated 
devices, $19 million. And even though the 
United States Government gets none of it, 


toward gambling, 
able amount of revenue that 
receives yearly 


the states receive $37 million each 


from the race tracks. 


year 


Gambling obviously is a lucrative business 
based on an apparently fundamental human 
urge to take a chance. Surveys have shown 
that $7 billion is spent annually by wager- 
loving Americans; 61 per cent of the popu 
lation is in favor of legalized betting; and 
after World War II, a Gallup poll revealed 
that 54 per cent of the voters were in favor 
of a national lottery to raise revenue for 
the costs of the war. 

The latest spark to be added to the 
smoldering lottery question was contributed 
a few weeks ago by Budget Director Percival 
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Brundage on the television program “Youth with a maximum nal of $1,000 fo 
Wants to Know.” Mr. Brundage was asked calendar year.® 

what his thoughts were on a national lottery, Che weakness of tl resent law is obvi 
and he replied that he “hate[d] to see all us \ winner is no juired give his 


the benefits of the gambling that is going name to the race track, unl hat could 


Lf ri¢ miess 


rom th 1 ’ hat the 


to the underworld. I would like to find be implied 


I 
some way of tapping it payor furnish “t 1) nda r the 


What are the chances that America will recipient bi 
someday institute a national lottery? “Well,” : 
said Mr. Brundage, “I don’t believe it would 
be a national lottery, but I wouldn’t mind 


nt” 
instance, i 
payment be made 


experimenting with some sort of a bond ; > 
winning ticket.’ 


issue with a redemption bonus or someth 
like that. I don’t believe the Secretary 
the Treasury would approve of it, however,” 
he added 


cashie Lf 


Information Returns len co any ing ‘he ene 
of Racing Plants s, would 


h ipsive Internal Revenue Service recently 


made the amazing nouncement that it 


is being cheated out llions of \ 


1 


irms 1s W 
effective measures 


Jerry Larotonda, a membet 


payment 
trade or business to an 


$600 or more in any taxable year, sha 


1 
} 


a return setting h the 


income and 


recipient of uch in eat 


by 


ver any 


Miami Herald, September 14 95 > 1954 Code Sec. 165(d) In order to facilitate 
71954 Code Sec. 6041(a) proof of losses, it would be wise to require the 
>See U. S, v. Carroll, 54-1 ustc § 9335, 117 F track to record all bets, instead of only win- 

Supp. 209 (DC Mo.), requiring bookmakers to ning bets 
file information returns ’Bob Knight, Straight, Place and Showdown, 
* Regs. 118, Sec. 39.147-1(a) foreword 
5 1954 Code Sec. 6652(a) Robert S. Dowst, Straight, Place and Show, 
1954 Code Sec. 6041(a). p. 28 
Florida State Racing Commission Rules Nos 12 Robert S. Dowst and Jay Craig, Playing the 
413 and following Races, pp. 117, 141 
8 Economic grounds would not constitute rea- % Hearings before the Florida State Racing 
sonable cause for noncompliance with such an Commission re Jn the matter of the revocation 
act. See Kellems v. U. S., 51-1 ustec {§ 9280, 97 of a racing permit issued to Tropical Park, Inc 
F. Supp. 681 (DC Conn.) (1957). 
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multiple of dollar 
wagered), which usually add about 2 per 
cent to the authorized commission.” Thus, 
betters lose 17 


before the race 


five cents ot Winnings per 


cent of their wagers 
In addition, in the 
horseplayers act like fools.” 
them have any knowledge 
or of the mathe- 
system.” It is 
recently 


per 
Starts. 
average Case 
Not one tenth ot 
of the art of handicapping ™ 
pari-mutuel 
individual, 

under inv< the postal 
for selling an automatic handicapping gadget 
mails, stated: “Statistics show 
that my gadget produces only four per cent 
| and in that’s the 


matics of the 
that an 
stigation by 


no wonder 


sery ice 
through the 


horse racing same 


osses, 


as Inning 


Internal Revenue Service 
Follows Springs Case 


Internal Revenue Service 


2 HE 

announced that it will follow the holding 
v, U. S., 57-2 ustc $9937. Thus, 
ulations under 1954 Code Sections 34 


be amended so that in comput 


recently 


in Spru 1s 


maximum credit against® tax for 


dividends and partially tax-exempt interest 
will include 50 


term cap 


1, “taxable income” 


cent of the excess of net long 
short-term capital loss, whether 


alternative 


fain ver 


the taxpayer uses the capital 


gars tax or not 


case, the United States 


the Western District of 
iad to decide issuc 
Regulations Section 1.34-2, 
strues Section 34 of the Code, was 
regulation provides 
alternative tax on capital 
imposed under Section 1201(b), 
in the dividend credit lim- 
taxable income 


In the 
District Court for 
South Carolina | 


Springs 


a single 
t law vhethe 
which cor 


, . 
valid The contested 


that where the 
gains 1s 


“taxable income” 


reduced by 
Since the credit 
limited to a 


itation means 


50 per cent of capital gains 


‘ 


against income tax Is certain 


“taxable income,” decreasing 


“taxable 


percentage 


the amount of income,” of course, 


decreases the amount of the credit 
63(a) de 


income tax 


noted that Section 
income” for all 


Che court 


fines “taxable 


4 Florida Statutes, Sec. 550.16 

See work cited at footnote 11, at p. 74 

See work cited at footnote 11, at p. 191 
Examples of foolish play are betting the selec- 
tions of public handicappers, scratchsheets or 
touts; betting horses otherwise than to win 
only, in spite of the fact that the operation of 
the mutuels results in a greater decrease of the 
natural odds of place and show betting over 
straight (win) betting; and such manias as 
parlays, round robins and if-money bets, in- 
cluding reverse and _ back-to-back bets. See 
Ch. 2 and pp. 101, 203. See also, work cited at 
footnote 12, at Ch. 14. 
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deductions, 
deduction is 


income less 


standard 


purposes as gross 
except where the 
elected, It said that the alternative tax pro 
does not 


income’ 
should 


vision redefine “taxable 
that this 
capital gains in calculating 
the dividend credit limitation. The court 
added that the legislative history of the 
1954 Code indicates that Congress intended 
for the general definition of “taxable income” 
in Section 63 to apply to this situation. 
Therefore, since the regulation was in con 
flict with the statutory definition of “taxable 
it was held to be invalid, and the 
taxpayers were entitled to a refund of taxes 
The Springs case was followed in Schultz z 
l S., 58-] ©9145, and Cruickshank z 
Riddell, 58-1 | 9169 


nor does it state income 


be reduced by 


income,” 


UsTre 


USTC 


As a result of the Internal Revenue Serv 
ice’s announcement, in preparing Form 1040 
taxpayers should definition 
ot “taxable income” in (b) undet 


Line 4 of Schedule J, and use only defini 


s (a) and (c) in computing the dividend 


limitation. In 1041, 
taxpayers should fill in Line 6(c) of Sched 
“(c) 4% oft 
disregard the 


disregard the 
item 


credit preparing Form 


ule E as though it read only 


line 24, page 1,” and words 
“or, if alternative tax 
line 16, Schedule D.” 


interest credit limitation would be computed 


is applicable, 4% ot 
The partially exempt 


in a similar mannet 


Taxpayers should also file amended re 


vears not barred 


turns or refund claims for 
by the 

overpaid 
lowed the 


credits against the tax 


statute of limitations if they have 


because of having fol 


thei 


their tax 


regulations in computing 


Involuntary Conversion— 
Court Order in Antitrust Action 


TRHE SALE ot 


terest mm another 


a corporation’s stock in 
corporation pursuant 
to a court order in an antitrust action is not 
an involuntary conversion within the mean 
ing of Code Section 1033, according to Rev 


Rul. 58-11, I. R. B. 1958-2, 8. A more de 





Work cited at footnote 11, at p. 245. Most 
players can't even define the term ‘“‘horse’’ (a 
male animal over four years old), much less 
the ‘‘scale of weights,"’ which is the basis of 
all handicapping It is used to establish the 
weight concessions to be made by more mature 
horses to other animals because of age and sex 
when meeting them at any given distance in 
any given month 

% For explanation of why a winner's profits 
are actually diminished by more than the legal 
rate of take, see work cited at footnote 11, at 
p. 87. 
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tailed statement of the facts covered by 


ruling follows: 


A United States district court ordered a 
corporation to dispose of its stoc k interest 
in another corporation on the basis that the 
former corporation’s ownership of this stock 
violated Section 1 of the Anti 
Trust Act Che stock 


sold were 


Sherman 
from the 
reinvested in the 


proceeds 
immediately 
stock of two subsidiaries of the corporation 
whose stock sold. The corporation af 
fected by the court order contended that 


the forced sale of its stock in the other cot 


was 


poration was an involuntary conversio1 
its condemnatiot 


1033. Since 


he stock as a result of 
within the meaning of Section 
the proceeds from the sale were immediately 
related in use to that 


converted, the corporation ar 


reinvested in property 
involuntarily 
gued that gain realized from the sale came 
within the nonrecognition provisions of Sec 
tion 1033, 


The above section provides for the non 


| 
specihe d condi 


unde 


resulting trom 


recognition of gain, 


tions, certain involuntary, 


conversions of property into money or other 


property Under this section, an involun 


tary conversion is a transaction in whicl 
property has been compulsorily or involun 
result of its destruc 


part, theft, 


converted as a 
whole or in 


tarily 
tion in seizure, 
requisition or condemnation, or threat 
thereot 


conversions are not covered 


imminence Therefore, all 
tary 


section 


Since the stock intere 


the other ce 


corporation's 
yrporation Was not 


seized, etc., it Was stated 
involuntary conversion of the 


have resulted trom the 


stolen, 
stock must 
stock’s condemna 


imminence thereof, in 
Section 1033. It 


tion, or threat ot 
it to come under 
was noted that the 


held that 
1033, 


order for 
Internal Revenue 
ice has “condemnation,” 
in Section reters to the 


which private property is taken for 


use without the property owner’s consent 
but upon the payment of just compensation 


(See Rev. Rul. 57-314.) 


\ court order to a corporation to sell cet 


tain stock because the owner ship of the stock 
the Sherman Anti 
a taking of the stock for publi 
Consequently, the sale ot 
the stock pursuant to the court order did 
not result from the stock’s condemnation or 
imminence of its condem 
1033 


is in violation of Trust 
Act is not 


use, it was held 


from a threat o1 
nation within the meaning of Section 
It was added that if the proceeds from the 


sale are reinvested in similar shares of stock 
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in another company, 


nontaxable exchange 


Employers’ Payments to Widows 
Create Difficult Tax Problems 
a interesting tax problem arises when a 


widow receives payments from the for 
mer employer of her deceased husband. The 
sums that she receives may be fully taxable 
under Section 61 as gross income, taxable 
as annuities under Section 72 or excluded as 

Section 102. To make matters 
more complicated, there is 
vhether the 
691, 


gifts under 


a question as to 


payments at within Section 


which makes amounts of all items ot 


decedent in 


mcome or his estate 


£roOss income in respect Of a 
cludable in the gross 
or in the gross income of the person who 
acquires the right to 


The 
decisions in this field 


these amounts 


indicative of 


receive 


following two cases are 


In Bounds 


yration 
$20,000 
months ‘“‘as compen 
services rendered to the é 
C, Bound 


court said that the 
' 


prepared by somes 
tain that tl 


to tr 


( orporatt 


George during his lifetime 


n was evidently 


eat 
puting its 


cluded th 


at 
be additional compensa 
ft the deceased husban« 


taxable income to the 


In Florence 
29 Tt 
the payments 
established 


ments equ 


were 


deceased husbar 
gued that the 
income His 


tact 


was 
for further compensating « 

However, the Tax Court, ign 
of the resolution that did not 
concluded that the 


widow, payments 


gifts. 





STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 


administrative rulings. This 
types of taxes: income, 
insurance company, utility, 
estate. 


Health and Welfare Fund Laws 


Require Strict Accounting 


State 


funds are 


due to 


laws regulating employee welfare 
now In effect in five states 


effective in anothe1 


and 
become Statc 
this year. They require strict accounting ot 
the financial affairs of the funds 


regulatory laws are 
include California, Con 
New York, Washington and Wis 
Massachusetts’ law will become 
effective October 1, 1958 

In addition, 
examining 


regulation in 


The states in which 
presently operating 
necticut, 


consin 


this 
welfare 

other 
The 


been 


two legislatures meeting 
bills to institute 
their and 
legislation introduced 
where 


Kentucky 


year are 
fund states, 


States May see 


two introductions have 


Michigan 


states 


made are and 


that have been enacted in six 

n setting up the financial 
juirements some 
establishing of the 
sponsible 
out the 
plied 


reporting leave the 


to the re 
others spell 


requirements 
state official or group; 
which must be 


affairs of the 


information 
he 
also subject to periodic examination by the 
responsible official or group, and a number 


sup 


financial funds are 


of the laws require that books and records 
be kept in 


conformance with generally 


accepted accounting principles 


The Massachusetts law, Chapter 778, Laws 
1957, is those that the 
information required to be The 
section of the Bay State law which sets out 


out 
furnished. 


one o! spells 


the requirements reads as follows: 
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department's 
sales and gross receipts, 
franchise, 
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March, 1958 @ 


includes the following 
property, gasoline, 
and inheritance and 


scope 


severance, 


The 


to registe! 


trustees of each 


section 2 


“Section 3 (a) 
trust 
shall file an 


required under 


with the board 
end of the 


trust 


annual report 
within after the 
calendar year, or if the 
kept on a policy or 
within four months 


such policy or fiscal yea 


four months 
records of the 
fiscal year basis 
after the end of 


Said report shall 


are 


then 


be in writing upon a form prescribed by the 
It shall be signed and certified under 


It shall 


rmation tor the 


board 
oath by a majority of the trustees 
contain the following int 
preceding calendar, policy or fiscal 
the amount contributed by the employer or 
the amount contributed by the 


the amount of benefits paid, the 


year. 


employers; 
employees; 
number of employees covered; the salaries 
and fees paid by or charged to the fund, to 
whom paid, in what amount, and tor what 
purposes. If some or all of the benefits 
under the tund are provided by an insurance 
carrier or service or other organization, such 
report shall respect to 
such fund the following information: | the 
premium rate or subscription charge and the 
total 
to each 


also include, with 


premium or subscription charges paid 


such carrier or service or other 
organization; the number of persons covered 


by each class of benefits; the total claims 
incurred and the total claims paid by such 


carrier or service or other organization: 


administrative 
other fees paid by such 
or service or other organization; 
by such 
ization; 
brokers, 
commissions or fees were paid, the amounts 
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dividends, commissions and 
service, or carrier 
retentions 
service or other 
names and 
or other 


carrier or 
the 
agents 


organ- 
the 
whom 


addresses of 


persons to 





services rendered for tions and prog 


fees. Such insurance — responsively an 


t) 


reanizattl 


policy y« 
I State oO! 


ssary enable such 
educational 


oO comply with the require 


varagraph \ny insurance treatment 


(4) urban 


organization tal 


erein re 


Federal Government Asked to 
Relinquish Taxes in Favor of States 


Property taxes. 
vilere,? , f 


Samuel Tayl 


Rime 


« spt nm 


vernmental fur 
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1956; but the 
case to the state supreme 
court (Jn the Matter of the Appeal of the 
Town of West New York, 3 stc § 250-446 
(N. J., December 9, 1957)) 


division of tax appeals in 


town took its 


It was the contention of the town that 
when the water company removed the water 
from its natural source and purified it for 
use, the water became the personal property 
of the water company. The town assessed 
computing the 


company’s 


water by 
water 


the value of the 
annual billings of the 
customers 

The water company argued that it didn’t 
own the water, having merely “the right to 
use the water to supply the public,” the 
water being owned, by the state in trust for 
the people s 


The state supreme court, in deciding against 


the town, reached its decision not upon 


‘theoretical notions of ownership of personal 
what “indicators of 


be found in the 


property,” but upon 
design are to 


situation.’ 


legislative 
realities of the 


Che court noted that this was the first 
its knowledge of a municipality 
valorem pet 


water. Whilk 


ingenuity of the munici 
that the lack of any 
part of municipali 


instance to 
attempting to impose an ad 


sonal property tax on such 
it recognized “the 
officials,” it felt 
us attempt on the 
indicative of a 
For 


that 


tax such water was 


statutory power in the area 


and other reasons, it concluded 


the legislature did not intend that water in 


should be 


the mains of a water company 


taxabl 
Pennsylvania law exe local 
ennsyivania law exempts trom local per 
stock in 


companies, national 


taxation shares of 


trust 


sonal property 
banks, 


banking 


bank and 


associations, Savings institutions or 


corporations liable to tax on their shares o1 


a gross tax, or corporations liable 


premiums 
to or relieved from the state capital stock 
‘franchise tax 

The 


corporations are 


shares of all domestic Pennsylvania 
from 


taxation, since all are liable 


exempt local per 
sonal property 
to capital stock taxation. The exemption of 
foreign corporations’ shares from personal 
property taxation is predicated upon liability 
of the corporation to, and payment of, the 


corporate franchise tax 


\ handy guide to those corporations 
whose shares are exempt from local Penn 
sylvania personal property taxation is con- 
Stock Values and Yields for 1958 


Purposes, a Commerce Clearing 


March, 


tained in 


Tax 
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House publication available at $3 from CCH 
Products Company, 4025 West Peterson 
Avenue, Chicago 30, Illinois. 

In this book, which tabulates values (in- 
cluding par values) and yields of listed 
or regularly quoted stocks for 1958 federal, 
state and local tax purposes, those corpo 
rate that are considered by the 
Pennsylvania Department of Revenue to be 
exempt from local personal property tax 
ation are specifically noted. Included in the 
list are over 1,300 exempt stocks 
Phe New York Governor 
legislature to raise the 


shares 


Gasoline taxes.— 
has requested the 
tax on gasoline by one cent per gallon. 


Insurance company taxes. — New York 
would tax unauthorized insurers 2.5 per cent 
of premiums charged, beginning in Septem 


ber, 1958, A. B. 918 


Delaware would 
plight by pet 


payroll of 


City payroll tax. 


ognize its cities’ financial 
mitting municipalities to tax the 
employers at up to % of 1 per cent on 


amounts of over $10,000, H. B. 581 


Lake States 


Sales and gross receipts taxes —The Illi 
Court ruled that a liquor 
deduct from his 
purposes the value of 
the federal and state liquor revenue stamps 
on the bottles. (Fischman & Sons, Inc., 3 
sre 250-447.) 


nois Supreme 


retailer may not gross 


receipts for sales tax 


- Michigan 
premium 
surety and fidelity 


taxes. 
cent the 


Insurance company 
would boost by 2 
taxes on both (1) 
companies and (2) fire, marine and strictly 


companies, S. B. 1018 


per 
casualty 


automobile insurance 


Midwestern States 


Income taxes.—Kansas 
withholding of income taxes at the rate of 5 
per cent of federal taxes withheld in S. B. 11 

The North Dakota 
has revised the income 
One ot the 


that pertaining to the 
federal 


' 
seeks general 


lax Commissioner 
tax rules and regu 
most revi 


lations important 


sions is calculation 
of the deduction for 
the taxpayer had income from 
and without the The 
tion is made by multiplying the total federal 
income tax paid, by the quotient obtained 
by dividing the North Dakota income (“total 
income” as shown on page one of the 
return) from North Dakota 
corporations, by the adjusted gross income 
as defined for federal income tax purposes 
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taxes where 
both within 
computa 


State. new 


less dividends 





Sales taxes.—The Missouri 


of Revenue has 


Department 
memorandum to 
1957 law. The 
annual sales tax return is eliminated; how- 
ever, all quarterly returns must be verified 
by oath or they will be returned for verifi- 
cation. 


issued a 


all retailers based on a 


The Oklahoma Supreme Court has held 


sand and gravel extracting machinery to 
be subject to the sales tax since they are 
not used manufacturing 
bridge and other construc 
(Curry Materials Company Okla 


homa Tax Commission, 3 STC ¥ 250-453.) 
Motor vehicle taxes.—The Kansas 
ernor’s request for the enactment of a new 


ton-mile tax has resulted in the introduction 
of S. B 


directly in the 
process of road, 
tion. 


Gov- 


9, which would provide such a 
tax beginning in 1959 


\ Kansas bill, S. B. 8, 


motor 


Gasoline taxes. 
would cut the 
four cents per 


tuel tax trom five to 
1959 Che tax cut 
nature of a sop to taxpayers 
for the enactment of the requested ton-mile 
tax 


gallon in 
would be in the 


Inheritance taxes.—Kansas, 
provisions of S. B. 4, slash inheri 
tance tax exemptions from $75,000 for all 
\ distributees to if $40.000 for 
i surviving spouse 


under the 
would 


Class a top 


Severance taxes.—On 
the Kansas oil and gas 
Chapter 516, 
held invalid by the Kansas Supreme 
in State ex rel. Dole v. Kirchner 
was based on the that the 
the act is not clearly expressed in the title 
Article 2, Section 16 of the 


SINnce the 


January 30, 1958, 
tax, 
was 


Court 


severance 
enacted by Laws 1957 
Invalidity 
Tact subject of 
as required by 
Kansas 


fatally 


tutional, it 


1 
title Is 


entire act 1s unconsti 


Constitution 
defective, the 
held There can be no re 
without a 


was 


funds to producers legislative 
appropriation, according to the state depart 
ment of the tax already col 


lected has been paid into the 


revenue, since 
general revenue 
fund 


Pacific States 


Income taxes.—In Arizona, H. B 
that income tax law. Fea 
tures of the bill include the replacement of 


33 would 
rewrite state’s 
determining the tax 
tables; the 
deductibility of 
stock 


plans where the 


the present tables for 


with a set of optional with 


drawal of the employe 


} 


contributions to bonus, pension and 


similar plan did not have 
a formal status; the allowing of a medical 


deduction for only those expenses in excess 


State Tax News 


of 5 per cent of adjusted gross income; and 
the ending of the installment method of 
paying the income tax 

Sales and gross receipts taxes.—Arizona 
would double its 1 pet 
privilege tax 
H. B. 28; and would exemp 
tion from that tax that is granted on sales 
rnment, H. B. 27. Also 
contemplated in Arizona is the hiking of the 


use tax to 3 pe! 
H. B. 36 


transaction 
industries, 


cent 
levied on certain 


remove the 
to the tederal g£ove 


cent nf the sales 


price, 


Property taxes.—Arizona food processors 
would be removed from the classification 
of manufactories by H. B. 37 and, thus, 
would not be eligible for assessment at 50 
per cent of book value 
would be consid 


L€ 
not real estate, H B 7 


Leasehold interests 
property, 


, 
red as personal 


Franchise 


pany 


taxes. 


doing business 


tor its investment por 


panies doing business 


these bonds outside 
tended that the 


should not be 


interest 
included 


its net income since 


terest thereon have 


state Che Idal Supre 
ince the tax involved 

a tax on the 
he imterest is i1mmate 
question Was I ] 
Was income afl 
such, said the cot 
by companies 
within the state 
ittributable 
Stal may 


rendered oO! re Cal 


Vutual Life Insurar 


STC § 250-398 


Motor vehicle taxes. 
would provide tor a temporat 


tax 


Gasoline taxes. 


W hether 


rovernor’s reminder te 


for a one-cel rasoline tax in 
ill make 
+} + ’ 


he legislature more tractable tl year 1S 


t asked 
crease last vear ut di it get 


wever, S. B 


| ike, 


problematical; he 
ould accomplish the tax 


introduced. 


been 


Southern States 
W itl iiding is sought in 


‘arolina and seems 


Income taxes. 
South ¢ imminent, 


led the 


since 


the state senate has amen: general 
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iation bill, H. R. 1947, 
such withholding from wages paid residents 
Also sought in South 
the enactment of a new appor 
tionment formula for computing the tax on 
The bill, H. B. 1968, was 

state’s corporate tax 
date 
the study com 


appropt! to provide tor 


and nonresidents 
Carolina is 
corporate imcome. 
introduced by the 
study c 


be 1960 


mmittee and its effective would 
Also introduced by 
mittee is H. B. 1963, which would mak« 


rporate tax rate a flat 5 per cent of 


ome 


Virginia, H. B. 87 
rsonal 

\ bill to 
West Vire 


partment 


seeks a 


income 


reduction 


and corporate taxes. 


implement the request of the 
| | 


inia Governor, noted in this de 


last month, has been introduced 
lo get an estimated additional $15 million, 
the West Virginia Legislature has 
duced H. B. 28, would 
gross income tax of 1 per cent on the excess 


$2,000 in 


intro 


which levy a new 
year. Employers 
payroll period; and 
an exemption of $20 of computed tax would 


be all wed 


pP 
rv 


over a calendar 


would withhold every 


to 1954, Kentucky law did not pro 


capital loss carry-over, but in that 
law was changed to 
the federal Code The 
his 1954 


the unused 


contorm 
taxpayer, 
State income tax return, 
portion of his 1951 
Kentucky Court of Ap 
s held that while the 1954 Kentucky law 
contorms closely to the federal law, its al 
a capital loss carry-over is not 

allow a deducti 
1954. Two 


Luckett, 3 


The 


as to n 101 


il before 
(McDonald 


judge Ss 
oat 
250-450.) 


\ special ruling of the Internal 
dated November 8, 1957 (CCH 
TAX { 200-010), holds 


\labama taxpayer purchases 


to be used in his 
pays the 


Revenue 
service, 


\LABAMA REPORTS 


trade o1 
sales tax thereon, the 
deductible by 
the 1954 Ce H« 


tax as in 


sales tax is m him under 


may only capitalize the 


additional cost of the capital 


assets The ruling follows from the 


that 


tact 
\labama sales taxes are levied on the 
iot the consumer, of 
deductible by the 


vendor merchandise 


, 
sold, al d are 


vendor not 
the vendee 


Clarifying the corporate use of Georgia’s 


apportionment tormula for determining in 


come tax liability, the state’s attorney gen 


Novem 
Stating that if a corporation 


eral issued a letter of advice dated 


ber 7, 1957, 
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business in Georgia has a substantial 
though 
tained in it is entitled to employ 
the three-factor apportionment formula in 
ascertaining its Georgia income tax liability, 
dividing by three the total of the 
and the 


doing 


inventory, even none Of it Is matin 


Georgia, 


“zero” 


inventory ratio other two ratios 


In South legislative 
governor's corporate tax 
has submitted a 
for improving the 
of that state. Many of the recommendations 
follow provisions in the 
Uniform Division of 


Act. The 


mendations would allocate 


Carolina, the joint 


study commission 
series of recommendations 
corporate tax structure 
advanced 


Tax Pur- 


recently 
Income for 
South 


Carolina recom 


poses 
the nonbusiness 
income of corporations to the 


which derived or 


state trom 


in which the corporation’s 
principal place of business is located; would 


establish a three-tactor to mula (property, 
payrolls and sales) as an optional apportion 
January 1, 1960; 


would substitute payrolls for cost of manu 


ment method effective 
facturing in the apportionment formula et 
January 1, 1960; would include 


and rented properties in the computation ot 


fective leased 


the property tactor in the apportionment 


] 


formulas; would use original cost in calcu 


lating property values in the property factor ; 


and would eliminate the alternative metho 


of calculating corporate tax liability 


Sales and gross receipts taxes.—An inte: 
esting bill in South Carolina, S. B. 536, 
would resurrect prohibition, but to replace 
the lost 


i sales tax of 4 per 


dollars” it would levy 


cent 


“whiskey 


tax would 


B. 85 


\ new 2 per cent sales and use 
Virginia by H 
request of the 
West 
it a bill to increase the 
BH. B, 22 
listed 
eliminate the per 
and 


tax to 


be instituted in 
Meeting the 
the State, the 


has before 


governor of 
Virginia Legislature 
sales tax 


Another bill re 


need, S. B. 10, 


by 1 per cent, 


sponding to would 


cent credit on the 


bus 


ness occupation tax, would extend th 


businesses not now covered and 


would raise the rate on selected activities 


Property 


counties to 


taxes. 
ley \ 


Georgia would permit 


taxes for school luncl 


purposes, H. B. 789. 


Kentucky’s H. B. 46 would abolish 
$100 


ad valorem levy of school districts 


state’s $1.50 per limitation o 


The levying of an ad valorem tax upot 
the accounts and notes receivable and bank 


deposits of a domestic 


denied 
to Kentucky, said the state’s court Of ap 


company is 


peals, when such intangibles have acquired 
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(Standard 
STC 250-448. ) 


situs in other 
Oil Company 


a business states 


Kentucky, 3 
Excise taxes.—Higher whiskey taxes are 
sought in Georgia. H. B. 324 
constitutional amendment permitting the 
levy a tax of $1 per gallon 
sold in the addi 
present taxes on spirits 


seeks a 


legislature to 
on all whiskey 


tion to the 


State, in 


In Mississippi, businesses, which produce 
some or all of thei power 
more than ten horsepower, would be liable 
under H. B. 212 for a tax of 50 cents pet 
year per capacity of horsepower of their power 
would be 


own and use 


generator; exemptions, however, 


granted to a wide range of businesses in 
cluding sawmills, cotton gins and irrigation 
pumping plants 


West 


package ot 


Virginia’s added one-cent tax on a 
this 
1961 by 


due to 
mtinued 


cigarettes, expire 


vear, would be ce through 


Ss eo 


Motor vehicle taxes.—S. B. 11, in 
Virginia, would truck 


West 
raise car and regis 


tration fees 


Gasoline taxes.—In addition to the above 
motor 


would 


increase in vehicle 


Mm B. 


tax by on 


registration tees, 
West 


cent per gallon 


raise the Virginia 


vasoline 


Insurance 
would 
mums ot 
It would 


company taxes. 
rewrite its provision taxing the pre 
insurance companies, H. B. 82 
permit 


Mississippi 


also insurance agents to 
with non 
would tax them 4 


premiums for. the 


direct insurance 


companies but 


place lines of 
lice nsed 
per cent ot 


t 
privilege, H. | 


Severance taxes.—The Virginia Legisla 
bill, H. B. 91, that 
instigate a severance tax of 0.3 
1,000 cubic feet on 


Virginia’s H. B. 11 


severance taX On a 


he gross 
, 
’ 


109 


ture has before it a 
would 
cents pet 


West 


1 new 


natural gas 


would impose 


wide variety of 


natural resource pré ranging from sal 


pulpwood 


Pari-mutuel taxes.—A 3 pet hike 
the pari-mutuel tax in West 
sought by H. B. 20. This is 1 per ce 


more than the governor had requested 


cent 
Virginia 


Western States 


Income taxes.—\What amounts, in effect, 


a 15 per cent hike in income tax 


Colorado 
the le gislature 


rates 


| 
ver 1957 is sought in the 
that 
income tax reduction this year 


Gov 


ernor’s request pass m 


The Colorado Department of Revenue is 
disallowing the deduction of social security 


State Tax News 


taxes in computing net income in that state 
Che Colorado income tax law prohibits the 
deduction of payments made for future ben 
efits which, in turn, will later become tax 
exempt; in 1957, benefits 


social security 


were exempted from income taxes. 


In Utah, the 
a bulletin on 2 stating 
that if the income tax withheld from a non 
resident will not exceed 25 cents for any 
three-month withholding period, the tax 
need not be withheld 


state tax commission issued 
December 23, 1957, 


In Utah, 

that a 
foreign corporation qualified to do business 
in the 


Sales and gross receipts taxes.- 


the attorney general has opined 
within the 
1957, which 


provides that sales of motor vehicles to non 


state is a “nonresident” 


meaning of Chapter 127, Laws 


residents for use outside the 
empt from the 


State are ex 
sales tax 


California Attorney General 
Seeks Annual Reports 
from Charitable Trusts 


The California Attorney General ts taking 


action to secure compliance by charitable 


trusts with the law requiring them to fle 


with him a copy of their trust indenture or 
articles of incorporation and an annual writ 
ten report, the 


( alifornia reports 


lourna f the State Bar 


Authority of the 
conterred under Sections 12580-12596 of the 
Code, kno 
Supervision ot 
poses Act 


state attorney general is 


Calitornia as The Unitorm 
Trustees for Charitable Put 

Information 
includes the 


required in the 


amount and description 
corpus, the trust’s income and expenditures, 
purpose, and the 


trust's 


its nature or names and 


addresses of the beneficiaries 


These 


edu 


Certain charitable 


those 


trusts are exempt 
include organized primarily for 
cational, religious, scientific or hospital pu 

rations 
holding property for religious purpo are 


exempt, as at 


poses 


Religious corporations ot 


also any officers, directors 


e 
or trustees who hold property for religious 
purposes, and cemetery corporations regu 
lated under Chapter 19, 


Business and Professions Code 


Division 3 of the 
W here th 
trust 

the C 


corporate a charitable 
subject 
fornia Superintet 


States 


trustees ot 
to either the jurisdictio 
dent of Bar 

Comptroller of Currency, the 
is also exempt filing a 


must file its 


trom report, 


trust instrument witl 


torney general 





Federal Bill Would Hike 
State Unemployment Benefits 


Che sharply rising unemployment picture 
in the United States has 
inadequacy of present state unemployment 
benefit amounts to provide family 
necessities. A recently introduced federal 
bill (S. 3244) takes cognizance of this in- 
adequacy and would establish nation-wide 
standards of weekly benefits equal to 50 per 


emphasized the 


basic 


cent of the worker’s average weekly wage 
(up to a maximum of two thirds of the 
average weekly earnings of all workers in 
the state) 

Although the bill contains no increase in 
the present federal unemployment insurance 
tax rate, it would ultimately have import 
ant repercussions on the state unemploy- 
ment insurance tax rates of employers 

Che bill 


by Senator 


was introduced on February 6 
Kennedy for himself and 16 
other members of the Senate. Among other 
sponsors of the bill are Senator Mansfield, 
Senate majority whip, and Senator Douglas, 
member of the Senate Finance Committee 
to which the bill has been referred 

increase in benefits, the 
extend the length of the benefit 
weeks to 39 weeks, would 
employers of 


In addition to the 
bill would 
period 
extend 


from 26 
coverage to one or 
more persons and make other changes which 
would require 


bility 


their eligi 
and disqualification provisions. For 
the bill would provide that where 
left or refused to accept suitable 
where he was discharged for mis 
could be denied benefits for 
only four weeks immediately following the 
week in which the infraction occurred. 


states to revise 
instance, 
a worker 
work, or 


conduct, he 


Established 
federal 


under the bill would be a 
fund and contingency 
fund to aid those 
hit by unemployment 


reinsurance 


administrative expense 


States severely 
Che standards provided in the bill 
would become effective July 1, 1959, giving 


the states ample time to amend their laws 


most 


new 


However, benefits at the increased levels 
would be 
after 


paid for a period from 60 days 
to July 1, 1959, with the fed 
government bearing the 


passage 
eral cost of the 


increases 


Federal Subsidy Impact 
on State Functions 


Are the states “selling their birthright for 
a mess of pottage” when they embrace the 
principle of subsidization of 
activities ? 
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The situation, however, is not a simple 
matter of the states being able to dispense 
with federal aid at the flick of 
Caught in a web of their own making, with 
antiquated constitutional upon 
taxing with the 
marking specific taxes for specific purposes, 
with legislative representation not realistically 
apportioned and with, in many cases, a 
statutorily weak executive responsibility, 
the states might well find it impossible to 
meet the public demand for governmental 
alone. 


an eyelash 


limitations 


powers, practice of eal 


services if they were to go it 


However, the danger is voiced that if the 
states do not do something to reverse the 
trend toward federal subsidization, they 
may become hollow shells, operating as 
arms of the federal government and dependent 
upon it for support. 

\ cleat 
federal subsidization, its present status and 
possible future development is presented in 
the 1957 Ross Prize Essay of the American 
Bar Association. Written by John Pryor 
Furman, of the District of Columbia bar, 
and published in the December, 1957 issuc 
of the American 


picture of the development ot 


Bar Association Journal, tl 
entitled “Impact of Federal Sub 
State Functions,” takes as the 
point of departure for its study the report of 
the Congressionally established Commission 


e 
essay, 


sidies on 


on Intergovernmental 
in 1955 


Relations published 


One of the recent developments in the 
federal subsidy 
the state 


where the federal government makes grants 


picture is the bypassing 


governments that is occurring 


directly to cities for slum clearance, urban 
federally 


Unable 


Satistaction trom 


renewal, school construction § in 


affected areas and airport construction 


in many cases to secure 


te governments because of inadequate 


representation, large cities turn to the federal 


for help and get it, with per 
haps a partial reason being that national 


government 


administrations recognize the importance of 
the city voter 

While federal subsidy 
many 


had 
effects govern- 
Mr. that 
“if the states do not succeed in becoming 


programs have 


beneficial upon state 


ment in the past, Furman warns 
more effective units of government, the past 
impact of federal subsidies on state functions 
may seem quite insignificant when com- 
pared with the impact of federal action in 
the future in response to continuing demands 
for the services which the American people 


look to government to provide. 
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WASHINGTON TAX TALK 


President signs five tax bills; 


tax-deductible 


retirement fund 


for small businessmen is proposed; seek increase in debt limit. 


The Congress 


We have five new tax laws. They are 
H. R. 5938, H. R. 7762, H. R. 8865, H. R 
9035 and H. R. 8216. The President signe: 


these into law on February 11, 1958. 


} 
I 


The first law (H. R. 5938) is an amend- 
ment to Section 812(e)(1)(D), and it pro 
deducti 
incompetent 


vides for the marital m im certair 


cases involving decedents 

The second, H. R. 7762, has to do witl 
holding rents. Sectior 
502(f) of the 1939 Code provides that rents 
for the use of property of a corporation, 
where | | 


operation ol 


personal company 


the lessee uses the property in the 


i bona-fide commercial, indus 


trial or mining enterprise, shall not be in 
cluded in personal holding company inc« 
period 1944 1954 lhe 


law makes this same rule 1 
ending in 1954 to which the 1939 Code applies 


he third law, H 


tighten the 


tor the ten-year 


applicable to vears 


R. 8865, is designed t 


collection procedure Under it 


the Internal Revenue Service can, by 
+} 


fication, require those who must 


excise taxes 


them in a special trust ac 


government. 

The fourth law, H. R 
with restricted stock options. It amends 
Section 421(d) of the 1954 Code. Under the 


a restricted stock option is 


count tor 


9035, has to d 


new law, where 


held by an employee at the time of his 
death, the option 
determining 
also repeals subsection (d) of Section 1014 
of the 1954 Code. 


last year as well as tuture years. Under the 


; 


receives a new basis for 


gain or loss The new law 


This change applies to 


law, any appreciation in value 
between the time of granting the option and 


the death of the employee (or optional val 


new stock 


uation date), no longer results in a taxable 
gain at the time of sale of the stock by the 
estate or heir. The changes are effective as 


Washington Tax Talk 


1956, 
that is, taxable years ending after that date 
The fifth new law, H. R. 8216, adds Sex 
tion 6432 to the 1954 Code. It pr 
funds or 
unless the claimant can 
paid or borne the ultimate burden of the tax 


to employees dying after December 31, 


events re 
credit of alcohol or tobacco taxes 


prove that he has 


Proposed Legislation 
for Small Businessmen 


\ small business tax 
(S. 3194) has been intr 


a number of changes based on the nation 


adjustment bill 


»nduced providing fot 


vice series 


the Senate 


pu 


retirement pr¢ to extend equal op 


Visions 18S 


portunity to all taxpayers who wish to pro 


vide for their own retirement by permitting 


ul to 10 pet cent ot 


hevet 


immediate control o I 1e tax effect 


of the section is to fer the collection of 


taxes until benefits are received from the plan 


Last vear, Canada et da law 


1 
which 
, 
allows taxpayel 

10 pe: 
or the purchase of retiremen 
Chere is a $2,500-a-yeat 


amounts up 


+ 


cent t ! d income set aside 


t annuities 
limit to the amount 
Under the Canadian 


accumulating fund is n 


which may be set aside. 


system, the rt avail 


able to the 


assignment. In th 


taxpayer | ash surrender, 


loan o1 event of deatl 


prior to maturity, it will be returned to his 


estate or nomune¢ 
The fund may be invested in one of tl 


ways: (1) with persons in the business of 


selling life annuities, (2) with c 


rT p rate 





trustees or (3) with persons in the business 


of selling investment certificates or contracts. 


Senator Sparkman’s bill also provides for 
a five-year carry-over of the unused portion 
of the available deduction. It also permits 
an increased deduction for taxpayers over 
50 years of age at the time this measure is 
enacted 


Allied to this idea of building a re 
fund are two other bills, H. R.- 9 

10, the perennial Jenkins-Keogh 

These are presently before the Ways 
Means Committee and they apply to 
self-employed persons and allow an annual 
exclusion of $5,000 or 10 per cent of earn 
ings, whichever is less. 


The Small 
fighting tor a few 
small 


tirement 

and H. R 
bills 
and 


Business Administration is 


other changes to aid 
business. One change would permit 
small business to use accelerated deprecia 
tion formulas on used property and another 
provision would extend the time for paying 
the estate tax over a period of ten years in 
cases where the estate consists largely of 
held business 
\nother change sought would permit cor 
porations with ten or fewer stockholders to 


be taxed as if they were partnerships 


investments in a_ closely 


The Debt 
\ piece 


increase the 


ot urgent legislation is that seek 
debt limit, which is 
illustrated on our cover this month. The 
need for a debt limit increase is based on 
(1) the fact that cash balances have been 
running low and (2) the fact that even with 
a balanced budget, there will still be large 
seasonal fluctuations in receipts which make 
operations under the present limit difficult. 
World War I the public debt 
amounted to about $1.25 billion. Up to 
that time it was customary for the Congress 
to enact specific laws each time the Treasury 
was authorized to borrow money, which 
infrequent intervals. This 
dure became outmoded in meeting require 
ments for borrowing due to heavy expendi- 
tures in World War I. In 1917, the 
had general authority to issue 
subject to a limitation based upon 
the total amounts of issues without regard 
to interim retirements. It had another 
authority to issue certificates of indebted 
ness based upon the amount outstanding. 
During the period from 1918 to 1921 the 
[reasury’s borrowing authority was_ in- 
creased and extended to include authority 
to issue Treasury notes, as well as bonds 
and certificates of indebtedness 
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ing to 


Prior to 


Was at proce 


Treasury 
be ynds 


In 1929. the turther ex 
tended to permit the issuance of 
bills In 1935, after further increases in 
amounts of borrowing authority in 1931 
and 1934, the limitation applicable to Treas 
ury bonds was changed from one 
upon the amount of 


authority was 


Treasury 


based 
bonds issued to one 
based upon the amount of bonds outstand 
ing. In 1938, the separate authorities ap 
plicable to different classes of public debt 
obligations were consolidated 
limitation applicable to all public debt ob 
ligations outstanding under the Second 
Liberty Bond Act, as amended. The limi 
tation established at that time $45 
billion, when our public debt amounted to 
about $37 billion. This limit latet 
raised to $49 billion 


Early in 1941, this nation had 
become actively involved in World Wat 
II, the debt limitation was increased to $65 
billion and the public debt about $46 
billion. During the period from 1942 until 
1945 the debt limitation was increased eacl 
year by substantial amounts until it reached 
$300 billion on April 3, 1945, when ou 
public debt amounted to about $234 billion 


After the World War II, the 
limitation was reduced from $300 billion to 
$275 billion in June, 1946. At that time our 
total debt amounted to about $268 billion, 
and the balance in the general fund of the 
Treasury more than $14 billion 


under one 


was 


Was 


before 


was 


ck se of 


amounted to 

Changes during these periods consistently 
provided larger margins between the out 
standing debt and the limits 
than now exist or which would result from 
the temporary 


successive 


increase that 1s now unde 


consideration 


Primarily to take care ot the uneven flow 
of corporate tax collections, it 
Sary to 
lion debt 


was neces 
the $275 bil 
billion for the 
9 This limit 
30, 1956, when the 

$278 


increase temporarily 


limitation to $281 


year ending June 30, 1955 


Was 
continued 


temporary reduced to 
billion for the year ending June 30, 1957 
Since June 30, 1957, we have been operating 
under a limitation again of $275 billion. 


until June 


increase was 


Total cash balances in federal 
banks and commercial banks (tax and loan 
accounts) $1.6 billion in 
mid-January, and are estimated to be about 


$1.5 billion now 


reserve 


were down to 


One of the 
countered by 


most serious difficulties en 
operating 
under the present limitation is the problem 


of carrying out 


the Treasury in 


financing in an orderly 


and economical manner. A large portion 
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of public debt is made up of securities with 
maturity More than $25 
bills will d 

within the next 90 days and more than $50 
billion of 
bonds 
1958 


relatively short 


billion of ‘Treasury come uc 


certificates, and 


the calendar 


[Treasury notes 


will come due in year 


Some indebted 


each month, so that 


part ot this short-term 


ness comes due at all 


is faced with substantial 
»blems An 
policy is to extend the 
whenever opportunities are 
as to avoid concentrating too 
portion of the public debt in the 
area of short maturities 


times the Treasury 


refunding pre objective of sound 
fiscal maturity of 
new msues 


available, so 


large a 


For example, if the Treasury goes int 


an outstanding 
terms of the 


the market to refund issue, 


regardless of the new issue, it 
fact that 


business certain 


must take into consideration the 


in the normal course of 
holders of securities will 
Others that the terms of the 
new securities do not meet their particular 


investment 


these need cash 


will decide 


requirements and, therefore, 


they too will take payment for their matur 


ing securities in cash So long as the 


debt 


ances low, the 


margin is very narrow, and cash bal 


Treasury has to estimate 


caretully what this attrition 


curities presented for cash payment) will be 


(maturing s¢ 
o as not to be in a position where the 
could not make payment for all 
maturing obligations presented. This might 
that the 
securities would have 


lreasury 


mean coupon rate on the new 


to be more generous 
than would otherwise be required, If the 
attrition proves to be 


pated, the 


greater than antici 


l'reasury has to go back into the 


market almost immediately to restore work 


ing bala ces, even before the previous tissue 


has been listributed properly his threat 


of a new issue hanging over the market 
minds of in 
market for United 


Ww eak 


creates uncertainty in the 


vestors and keeps the 


States Government securities in a 


position. It also unreasonably handicaps 


the normal financing operations of states, 
municipalities and private businesses 


hand, a cash offering is 
refunding program and the 
between the date 
United States Gov 
date the 
substantially 


event, the 


otner 


If, on the 
included in the 


market were to improve 


or announcement ot new 
and the books 


ernment financing 


close, the attrition might be 
such 
that it 


exceeding the 


less than anticipated. In 


Treasury must calculate runs the 


risk ot 


for a short period 


inadvertently limit 


Washington Tax Talk 


Testimony Before House Committee 
on Revision of Code 


Seghers suggests reduction of United 
States taxes on foreign business income.— 
[The elimination of United States taxes on 
corporate income derived from commercial 
and industrial abroad would be 
less costly, in proportion to the value to the 
of the United I 


activities 


and the 
countries with whom we deal, than any forn 
of direct , 
statement made by 
man of the Federal Legislative 
mittee of the Federal Tax Forum, Inc., oi 


New York City, to the House Ways and 


Means Committee on January 20, 1958 


economies states 


foreign aid. This is the gist of a 
Paul 


Tax 


D. Seghers, chai 
Com 


“In this year of peril, we feel that there 


can be no justification in asking tor any 


reduction in taxes unless it can be show) 


that such 
the defenses of our 


action would actually strengthen 
nation or of the tree 


world as a whole 


“It is widely agreed that close and friendly 
1 our country and 
world are of 


business relations betwee 
the rest of the free great aid 
in attaining this vital objective 

“We believe 
nomical and 
proving and friendly 
relations is to encourage United States busi 


that the 
most 


simplest, most eco 
effective method of im 
such 


strengthening 


ness to increase, as widely as possible, its 


activities abroad in commerce and industry 


“This can best be accomplished by elimi 
nating U. S. taxes on business income derived 
by corporations from 


such activities abroad 


“Tax relief for income arising from the 
manufacture in the United States of goods 
consumption is, I believe, 


tor toreign very 


desirable from the wp our domes 


tic economy, especially encourage 

ment of small business to produce goods for 
would be of 
great assistance in enabling our products to 
footing 
with goods produced in other countries with 
lower-cost labor and government aid of 
various kinds. I am all in favor of such tax 


relief, but that is not 


export. Such a tax reduction 


compete abroad on a more equal 


what we are 
Our 


recom 
mending at this time recommendations 
are directed primarily towards incentives to 
U. S. business to expand its activities abroad, 
by removing the burden of U. S. tax on in 
come earned abroad by commercial and in 
dustrial activities conducted abroad 

“All this 
change were made, still be subject to at least 
me U. S. tax, generally at U. S. surtax 
rates, when eventually distributed to 


individual stockholder who is a U. S 


such foreign income would, if 


any 
citizen 
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or resident or, in certain circumstances, 
even a non-resident alien or foreign corpo- 
ration. We are convinced that it would be 
far less costly, in proportion to its value to 
the economies of the United States and the 
with whom we deal, than any 
form of direct foreign aid 


countries 


“We likewise believe that the direct loss 
of tax revenue to the U. S. Treasury would 
be very low, because the Treasury, yeat 
collects a smaller and 
proportion of the total U. S. tax 
computed on income from foreign sources 
This results from the fact that 


countries are constantly increasing their own 


after year, actually 
smallet 


toreign 


income tax rates, to the 
credit allowed to l S 


spect to 


point where the 
taxpayers with re 
such foreign tax absorbs and elimi 
and 


nates, to a greater 


revenue to the [ S 


greater extent, any 
Treasury from tax on 


such income. 


“We are not in a position to furnish sta- 
tistics on this very significant point—that is, 
the percentage of U. S. income tax, other 
wise payable with respect to foreign-source 
income of U. S. corporations, 
been lost to the U. S 


the past five 


which has 
Treasury in each ot 
reason of the foreign 
but we believe that the percentage 
of such tax actually collected by the Treas- 


years by 
tax cre dit, 


ury has become less each year. Your Com- 
mittee undoubtedly will, or 


studied these statistics, available from the 
U.S 


already has, 


Treasury, which are essential to reach 
as to the desirability and tax 
cost ot adopting our basic recommendation 
the complete elimination of U. S. tax on 
orporate income 
“This 


would cure the 


} 
a conciusion 


earne d abr« vad 


change in our tax 
present unhealthy 


basic system 
Situation 
in which foreign governments are now en 
couraged to increase their own income tax 
rates, knowing that the U. S. Treasury, and 


not | S businesses 


owned operating in 
ultimate bur 


such increased taxes levied by 


such countries, will bear the 
den of any 
them on such business 

“With the 


the governments of 
would 


this 
underdeveloped coun- 
greater inducement to 
offer tax incentives of genuine, long-range 
benefit to U. S. businesses undertaking in- 


correction of condition, 


tries have a 


dustrial development or carrying on opera- 
tions in such countries 


that there are few 


with 


“Finally, we believe 


who would disagree our conclusion 


that any measure which would increase the 


volume of activities and income of U. S 


owned businesses abroad, would 
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produce 


tax revenue for the U. S. Treasury by in- 
creasing the volume of related U. S. business 
and profits. 


elimi 
tax on income from foreign 
and supporting grounds, 
were presented in our statements submitted 
to your Committee in September 1953 and 
March 1954, and to the Senate Finance 
Committee in April 1954. 


“Our fundamental recommendation 
nation of U. S. 


business activities- 


that our 
now be 


Committee concludes 
recommendation could not 
adopted, we then recommend that the 14 
point tax reduction, presently afforded U.S 
corporations under the Western Hemisphere 


“If your 
basic 


rade Corporation provisions of the Inter 


nal Revenue Code, be extended to income 
from world-wide activities, including in such 
income dividends paid to such U. S 
rations by controlled foreign subsidiaries out 


trom 


corpo 
of business income derived by them 
such activities abroad, 


“While this would 
system of taxation of 
sources, with its complicated for 
eign tax credit loss of tax 
revenue to the U. S. Treasury apparently 
would be less than under our basic recom 
mendation, and, at the same time, 
centive would be afforded to 

world-wide activities of U. 


effect the 
trom 


leave in 
present income 
foreign 


provisions, the 


some in 
increased 
S. business. 


“Another alternative which would be help 
ful in accomplishing the desired objective 
would be to extend the 85% dividends re 
to include dividends received 


to the 


ceived credit 
from controlled foreign subsidiaries, 
extent derived from foreign business opera 
tions of such subsidiaries, or subsidiaries of 
such subsidiaries 

likewise 
leave all such income (earned abroad) sub 
least one U. S. tax, 
tributed to individual stockholders who are 
Gu. & 


‘The latter alternative would 


ject to at when dis 


citizens or residents, and, in certain 
circumstances, non-resident aliens and for 
eign corporations 


‘In connection with either of these alte 
natives we urge that the 


of allowing a U. S. credit 


strongly principle 
for foreign taxes 
forgiven by foreign countries as an incentive 
to industrial development therein, which is 
embodied in the now pending tax conven 
tion between the United States and Pakis 
tan, be extended generally, preferably by 
statute, to all such situations.” 


Herzberg testifies on capital gains.—In 
the course of presenting his views on tax 
policy in testimony before the House Com 
mittee on Ways and Means on January 24, 
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Mr. Arno Herzberg, a Newark, New 


CPA, made the following suggestions w 
leg 


¢ 
reference to the desirable legislative 


dling of “capital gains” 


(1) In order to 
treatment of results of pe 


1 
extend capital 
sonal efforts 
when received wi 


nonfiction b 


the years profits are 


1 single vear, authors of 


should be 
inventors 


accorded the same privilege 


when they sell their work 


right or get royalties 
(2) As in the 


should be postponed if 
trade 


sale of a residence, the tax 
property used in a 
or business is sold and replaced within 


similar prop 


one year with substantially 


erty. This would free capital for new invest 


ment and stimulate expansion and replacement 

(3) Capital should be 
streamlined to eliminate contradictions and 
For example, if the 
in a position where 


gains provisions 


inequities, taxpayer 
he has 
capital gains for income, he 
penalized by paying 


] 


alleged ceiling on ne-ter apital 


Lallis 


= . ry 
£9 cent made efte¢ 


It Cases established 
an actual ceiling 
CPA’s recommend 251 changes.— This 
month the House Ways and Means Com 
mittee heard testimony by Wallace M. Jen- 
American Institute o 
and 


sen, member of the 
Certified Public Accountants 
chairman of its committee on 
before 
submitted 


tion. In his statement 
committee, Mr 


plained 251 recommendations for am 


Jensen 

the Internal Revenue Code whicl 
CPA association 

recommended chang favor the g 


were 


piled by the Some 


ment, some of them favor the 
bot! 


taxpayer, 


others treat sides equally 


One of the 
$42 of the 


existence of a demonstrable natural business 


oposals se ks to amend Sec 


Code, in order to make the 


tion 


r 1 7 


1 
accept : alid basis ora 


As the sec 


~hange 


\Cad 


of taxable y 


vermission tor a « account 


] I 
riod will ordinarily not granted if 
| 


change results In such a hitt of income oOo 


deductions that a substantial tax liability 


duction occurs, or if there is a loss for the 


interim period between the two taxabl 


years 


Recently the Internal Revenue Service 


indicated that employees may be required 


to report expense account money 
their tax returns tor 
cording to the CPA’s, 


the inclusion of 


as gross 


1958. Ac 


not only is 


imcome on 
however, 
these reimbursements in 


Washington Tax Talk 


Code > 


but such reimbursements are “at most 


gross income not supported by the 


loan 


ransactions between the employer and the 
employee and do not even have any of the 


economic ~haract 1 i mcome _ In 


4 
cluded in this cz ory, when they are paid 


or reimbursed employer, are ex 


penses incurred moving for the em 


ployer’s convenience. Recommended: Revise 
Section 61 


“burdening the 


litigation and 


majority ot 


to avoid needless 


prevent great 
taxpayers in an 


attempt 
cesses Ot a minority 
Another 


gard to Section 61 
+} 


suggest 


e averaging o 
a limited number 
t operating loss back pz 

dividual allowed to consider tl 


+ 


ransactions. For ose taxpayers 


incomes fluctuate antially f1 


year, averagi 


ae 
e har&rsi 


loreover,, 


ductible 
ment with 
H. R. 126, wl 

‘ f th 


session ot 


provides for 


Other 


committee heard inclu the following 


permitting irporations to be 


taxed as partnerships (Section 1361); allow 
fed expen 
} 


specihie 


$46): 


a combined 
created substanti 
beneficiary (Secti nl 


he tax 


y 1 American Institute 
Certified Public Accountants, 270 Madisor 
Avenue, New York 16, New Yorl 


NAM asks for income tax rate reform. 


about r: has been beclouded 


riting t¢ r 


nceern 





sions rather than place majority emphasis 
on reform of the income tax rate structure. 


This is the gist of the testimony of 
William J. Grede, president of Grede Foun 
dries, Inc., Milwaukee, and chairman of the 
[ax Committee of the National Association 
of Manufacturers. Mr. Grede emphasized 
these points 


(1) Since 1945 the proportion of business 
investment in new plant and equipment re- 
quired to replace capital values currently 
used up trom 
the immediate postwar years to nine tenths 
in the few 
ample, that in 
ot investment in 


has increased two thirds in 

This means, for ex 
only about $4 billion 
plant and equipment 
represented actual additions to capital values 
Growth in physical output has been in part 


due to the fact that new equipment replacing 


past years 
1956 


new 


old equipment is often more efficient 


> 


2) Only 


billion 


busi 


about half of the $5.5 

book value ot 
ness inventories represents actual physical 
additions to inventory halt 
is merely the additional cost of carrying the 


same physical volume at higher prices 


annual increase in the 


The remaining 


(3) Due to the rising price level, more 
than three fourths of the reported retained 
profits of have been needed 
simply to maintain their tangible 
Chis that 1945 only about $2 


billion annually of retained profits have been 


corporations 
assets 


means since 


available for expansion 


(4) Even this small surplus of retained 
profits would have been wiped out if divi 
dends had maintained at the same 
percentage of national income as in earlier 


been 


years 


(5) The unavailability of 
capital, as well as the tax incentive 


new venture 
for bor 
rowing instead of issuing new equities, has 
held stock issues to the 


of $2 billion annually in the postwar period 


new low average 


(6) The plight of small business unde 
steeply progressive tax rates is vividly illus 
trated by the fact that owners’ equities in 
unincorporated businesses have actually de 
clined the effects of inflation are dis- 
counted. 

Mr. Grede’s advocates H. R. 6452 and 
H. R. 9119, the Sadlak-Herlong bills. These 
propose a tax rate revision over a period of 
five years. Their theory is that with reduced 
rates of tax which gradually increase over 
the next five years, economic growth would 


be stimulated, thereby producing additional 
revenues even f reduced rate 


when 


from a scale. 
The corollary of this is that the government 
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should spend only the additional tunds which 
it can be expected to receive through the 
increased revenues which, in turn, have 
been produced by the increase in econom« 
growth which, in turn, received its stimulatior 


from lower rates of tax 


Membership Changes Next Year 
in Tax-Law Writing Committees 


Membership in the tax-law writing Senat 
Finance and the House Ways and Means 
Committees will be changed next year start 
-sixth Congress 


ing with the new Eighty 


Virginia, chairman 

the Senate Finance Committee and an advo 
cate of a balanced budget, has announced 
his retirement after the current 


Senator Byrd of 


session of 
Congress, as have two other committee men 
bers, Senators Martin of Pennsylvania an 
Jenner of Indiana. Senator Kerr, an out 
spoken critic of the Administration’s 
policy, will succeed Senator 
man of the committee 
Vermont, also 


fiscal 
Byrd as chair 
Flanders ot 
a committee member, is ex 
pected to have stiff competition from Repre 
sentative Prouty this year when seeking thi 
nomination for 


Senator 


another Senate term 


House Ways all | 
Means Committee have announced they will 
not seek House Repre 
sentatives Kean: of Jersey and McCarthy 
of Minnesota 
Senate 


Three members of the 


re-election to the 
New 
seek nominations to the 
resp¢ ctive 


will 
from their states, while 
Representative Holmes of Washington has 
announced his this 
lative veat 


retirement after legis 


United States Sues 
for ‘‘Gettysburg Address”’ 


The asserting 
rare copy of the “Gettysburg 


claim to a 
Address” in 


The document 


government 1s 


Lincoln’s handwriting, 
part of the 
former ambassador to 


Cuba. Mr 


Was 
Oscar B. Cintas, a 
this 


Cintas died in 


estate ot 
from 
1957 


country 
Havana in 
According to the Library of Congress, 
the document was purchased by Mr. Cintas 
at auction at the Parke-Bernet 
New York for $54,000. 
Malcolm R. Wilkey, Assistant Attorney 
General in charge of the Office of Legal 


Counsel in the Department of Justice, ex 
plained that litigation concerning the docu 


Galleries in 


ment has arisen because of two wills executed 


by the former stateman. 
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Mr. Cintas 
imous 


W hite 


ortly before his de 
another will in New 


t 
i 


all his tangible personal 
New York City to a 
ition. The copy of tl 


New 


Tax Foundation Says: Reduce 


Corporate Normal Tax Rate 
. 


excess of $100,000 


Ser 


progressivity 


the tax problems 


Washington Tax Talk 


tax 


tr 


eatmel! 


tax 


ri€ 


cause Iie 


American 





Percentage Distribution of Individual Stock- 
holders and Shares Held by Income 
Class, United States Steel 
Corporation, 1952 
Stockholders 
Per Cent 
in Each 
Class 


Cumulative 
Percentage 


Income 
Class 





(Thousands) 
Under $ 1 6 
$ 1-2 14 

2- 3 31 

47 

260 

62 


67 


16 O) 
and over 10 100 
lotal 100 100 


Shares Held 


Per Cent 
in Each 
Class 


Cumulative 
Percentage 


Income 
Class 
(Thousands) 
Under $ ] 

$ 1l- 2 


> 


= Se & 


uinriy 


SI ty Iu Ww & 


30 100 
100 100 


Source United States Steel Corporatior 


Percentage Distribution of Individual Stock- 
holders by Income Class, Ford Motor 
Company, 1956 

Percentage of 

Income Class Stockholders 
(Thousands) 
Under $ 3 
$ 3 } 


5 5 


7.5-10 
10 -15 
15 and 
Total 

Household 


ovel 


Median Income: $7,900 


Source: Ford Motor Company 
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cant for small than for large businesses. 
With regard to large established enterprises, 
losses incurred on risky investments can be 
written off against income from established 


parts of the business 


In the case of small new firms, the risk of 
loss may not be significantly reduced by the 
possibility of carrying losses over against 
the net income of future 
may mean bankruptcy. 
to the present rate of 52 per cent, the gov- 
ernment takes about half of a firm’s net 
profit, but absorbs none of the losses which 
cannot be carried forward or backward to 
the net income of other years 


years, for losses 


For firms subject 


The tax problems of small business, how 
ever, are not confined to the corporatior 
There are far more unincorpo 
there are incorporated small 
\ recent report of the Internal 
Revenue Service shows that in 1953, ther« 
were 958,591 partnership returns, with re 
ceipts of $75 billion for those showing a 
profit, and a total net income of $9 billion 
There are about 3 million sole proprietor 
“Nearly two out of three of! 
the 2.5 million new firms formed during the 
period 1945-50 were individually owned, 
one-fourth partnerships, and one-fifteenth 


income tax. 
rated than 
businesses. 


ships every 


were corporations.’ 


Other tax changes have been proposed 
that would involve little revenue and 
be advantageous both to corporate and un 
incorporated small The study 
says that “In August 1956, the President’s 
Cabinet Committee on Small Business recom 
mended various tax changes most of which 
were again recommended by the President 
in a letter to the chairman of the House 
Committee on Ways and Means, July 15, 
1957. In that letter the President opposed 
any rate reduction at least until July 1, 1958 
He proposed the following changes which, 
‘Pending the achievement of budg 
that will permit a 
program of tax reduction, would 
improve the ability of small 
business to get started, and, once started, 


loss 


businesses. 


he said, 


etary conditions general 


appreciably 


to grow’: 


“(1) Permit the depreciation formulas al 
lowed on new property under the Internal 
Revenue Code of 1954 to be utilized on 
purchases of used property not exceeding 
$50,000 in any one year; 

“(2) Give corporations with a small num- 
stockholders the option of being 
taxed as partnerships; 


ber of 


“(3) Give taxpayers the option of paying 
the estate tax over a period of up to ten 
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years in cases where the estate consists 
largely of investments in closely-held busi 


hess concerns; 


“(4) Permit an original investor in a 
small business the right to deduct from his 
income, up to some maximum prescribed b 


Congress, a loss, 


if any, realized on a stock 


investment in such business. 


It has been argued that a 
should be adopted in order 


Wave of 


progressiv¢ 
corporation tax 
“to check the 
and 


corporate 
consolidations and to 


nergers 
encourave 
It 1s 


mergers” 


a competitive 
true that 


structure of business.” 


there has been a “wave of 
in recent years, a wave which has provoked 
eEXtensive and But the 
extent 


wave have 


discussion analysis 


and significance of this 


probably been exaggerated 


“Since 1949 the pace of important mergers 


and acquisitions has been rising; in 1954 the 


] 


number manuals 


in financial 
that of 1949, and just 
than the number reported for each of 
vears 1946 and 1947 


postwar 


reported Was 


times slightly 


when merger activ 
Neverthele Ss, 


t 


ity reached a peak 


Inergers and acquisitions were occurring a 


a substantially lower rate in 1954 than dut 


ing the later twenties 


lhe t mergers has als 


recent Wave 


rovoked more antitrust acti 


vigorous 


! 

In 1950 Congress passed an antimerger act 
Clayton Act by 
tending to 
accomplished 


vhich amended the outlaw 


ing mergers or consolidations 
lessen competition, whether 
by outright purchase of assets (previously 
not covered by the Clayton Act) or by 
In 1955, more proceed 
ings were instituted against corporate me! 


1950 


acquisition of stock 


gers than in all previous years sinc 


The Significance rt the recent merge! 
movement in lmiting « 
But it 


inducing 


ompetition cannot be 


easily assessed seems evident that 


the role of taxes in 


been relatively minor. 


mergers has 


> 


Representative Patman’s proposal, H. R 
far from competitive 
structure of business, would provide a heavy 


“encouraging” a 


penalty on large business, a strong induce 


ment to corporate split-ups and because of 


its progressive structure of would be 


an impediment to corporate growth 


\ long-range 
to move toward 
equitable tax system. More consideration 
than can be undertaken should be 
given to the role of the corporation income 


rates, 
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